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2004. The report was presented to the City Council on September 20, 2004.
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Introduction and
Executive Summary

Introduction

“The Most Efficiently Run Big City in the State of California....” So reads the banner on
the website for the City of San Diego (the “City”). This has not been afrivolous claim. The City
was rated “high” in Financial Management, Capital Management, and Managing for Resultsin a
survey conducted by Governing Magazine and has received Certificates of Achievement for
Excellence in Financial Reporting for many consecutive years from the Government Finance
Officers Association of the United States and Canada (“GFOA™), and Certificates of Award for
Outstanding Financial Reporting from the California Society of Municipal Finance Officers.
Historically, it has been distinguished by its low outstanding indebtedness and high credit
ratings.

Recently, however, the City’simage as amodel of fiscal responsibility has been seriously
tarnished. On January 27, 2004, the City of San Diego, California made a voluntary disclosure
filing with the four Nationaly Recognized Municipal Securities Information Repositories
recognized by the U.S. Securities and Exchange Commission (“SEC”). The filing was in two
parts. The first provided a description of the unfunded accrued actuarial liability (“UAAL”) of
the San Diego City Employees Retirement System (“SDCERS’ or the “ System”), together with
projections anticipating the growth in the liability', an estimate of the accrued liability for post-
retirement health care benefits conferred on the City’ s retired workers, as well as a description of
the mechanics by which the City funded SDCERS. The second described numerous errors
discovered in the footnotes of the City’s audited annual financial statements. Subsequent
discovery of an additional error, while $6 million in the City’s favor, was noted in a later filing
but added to uncertainty about release of the City’s 2003 financial statements without review by
asecond audit firm.

The voluntary filing was an unusual event in the municipa securities market, as well as
for the City and its staff. Even when significant events occur affecting a city, such filings are
typically not required under federal securities law, which regulates the municipal securities
market much more loosely than the markets for corporate securities, as described in this Report.
The voluntary disclosure was the result of months of dogged effort by the City’s disclosure
counsel with assistance from the offices of the City Manager, City Treasurer, City Attorney, and
the City Auditor and Comptroller. When the voluntary filing was made, investors in the City’s

1 Forward projections of the SDCERS Actuary estimated a UAAL for SDCERS of $2.4 billion in the fiscal year ending June
30, 2011, assuming no action istaken by the City to alter the contribution mechanics.



securities, for the first time, could read in one place an outline of the complex manner by which
the City funds SDCERS and grasp the extent of the burden pension and retirement health care
benefits place on the City budget. A cold reality began to form, as we describe in this Report:
for years, the City had balanced its budget by transferring the burden of its labor settlementsto a
misconstrued surplus in its pension system — a short-term solution to a budget squeeze that grew
into a long-term problem through added contingent benefits, legal settlements and agreed-upon
underfundings. Like the unanticipated consequences of a complex derivative contract, the result
includes a sizeable pension gap projected to grow in orders of magnitude over the coming decade
that the City must now address.

On February 2, 2004, eight days after release of the Voluntary Reports of Information,
Moody’s Investors Service (“Moody’s’) changed the outlook on the City’s General Obligation
Bonds and General Fund Obligations to negative from stable? The other rating agencies
followed suit. On February 23, 2004, Standard & Poor’s Rating Services (“S&P”) lowered the
credit rating on the City’s general obligation bonds from “AA” to “AA-,” citing “increasing
fiscal pressures relating to the city’s burgeoning unfunded pension liability.” On February 27,
2004, Fitch lowered the credit rating on the City’ s general obligations from “AAA” to “AA.”

The drumbeat of negative information also resulted in law enforcement inquiries that
remain pending. On February 13, 2004, soon after the release of the Voluntary Reports, the SEC
requested voluntary production of certain documents in connection with an informal inquiry into
the City’s disclosure practices relating to its funding of SDCERS. On the same day, the United
States Attorney for the Southern District of California initiated an investigation that appears to
overlap in subject matter the SEC inquiry. This law enforcement interest, in turn, increased the
level of concern of the rating agencies. Standard and Poor’s stated that its February 23, 2004:
“negative action reflects the uncertainty related to the recently commenced investigation by the
[SEC] and U.S. Attorney of city financia disclosures, practices, and other documents dating
back to 1996.” The government investigations have also figured prominently in local political
contests, including the primary elections in early March 2004 and the approach to the general
election in November 2004.

On February 11, 2004, prior to being contacted by the SEC, the San Diego City Council
commissioned Vinson & EIkins to review the City’s disclosure practices from January 1996
through February 2004 and investigate whether the City has failed to meet disclosure obligations
concerning its funding of SDCERS.* No limitations were placed on whom we could speak with

2 On April 8, 2004, Moody’s placed the same obligations on a watchlist for possible downgrade. On August 10, 2004,
Moody’ s downgraded the City’s general obligation bonds to Aa3 from Aal, changing the outlook from negative to stable.

At that time, Vinson & Elkins partner Paul Maco had provided legal advice to the City on various securities law issues,
including issues related to the placement of information on its web page. Vinson & Elkins did not serve as bond or
disclosure counsel on any of the offerings or reports at issue in this Report.  Further we declined an invitation to be
considered for an ongoing engagement to serve as San Diego disclosure counsel out of concern that such an engagement



or the documents we could review, and the scope of the content of the Report was left entirely to
our discretion. The Mayor and City Council indicated a desire that the Report be as inclusive as
possible: a blueprint for best practices going forward, rather than merely an analysis of whether
past disclosure had been adequate.*

This Report represents the culmination of a six month investigation. To prepare this
Report, we conducted interviews with current and former City officials and employees, including
the Mayor and many members of the City Council, outside counsel for the City, the City’s
former outside auditors, SDCERS Trustees and administrators, the SDCERS actuary and a third-
party actuary with knowledge of SDCERS." We reviewed City disclosure documents, reports
and memoranda, and paper and electronic files of present and former City employees, including
many thousands of e-mail messages. We also reviewed audio tapes and video tapes of City
Council and committee meetings, as well as minutes of SDCERS Board meetings, and other
documents SDCERS, its Trustees and staff made available to us. In addition, we have reviewed
historical media coverage of the City’'s relationship to its pension system. In fashioning
proposed enhancements to the City's disclosure and financial reporting controls, we used as
guides, among other things, provisions of the Sarbanes-Oxley Act of 2002 and relevant SEC
regulations and pronouncements, while acknowledging that in most instances there exists no
legal requirement that these standards be adopted for municipalities. Our findings and
recommendations set out below rest on this foundation.

Aswe describe in this Report, the seeds for both the pension and the accounting problems
were planted years ago and grew over time. The story told in this Report raises issues of
importance for investors in municipal securities beyond San Diego, but involves complex
matters of accounting and actuary practice and arcane areas of pension funding and municipal
securities regulation. So that the story may be as understandable as possible, we include in
Appendices to this Report a glossary of pension and other terms we use, an overview of pension
regulation, and a chronology of City disclosures and relevant events contemporaneous to the
disclosures. Finaly, we recommend changes to the City’s Municipal Code to create an

would present a conflict with our responsibilities in connection with this Report. Vinson & Elkins , however, has
represented and continues to represent the City in responding to the pending SEC inquiry.

In addition, although it had previously received a “clean” audit report on its fiscal year 2003 financial statements from the
auditing firm of Caporicci & Larson, the Council commissioned KPMG to re-audit those statements. That engagement is
on-going. During the course of our investigation we have spoken with KPMG personnel on numerous occasions and shared
with them information from our investigation, including a preliminary draft of certain sections of this Report.

All present City employees with whom we requested interviews agreed to speak with us — some on multiple occasions. This
was also true with respect to San Diego elected officials, with the exception of Councilmembers Ralph Inzunza, Donna
Frye, and the late Charles Lewis. Certain other individuals declined to provide information to assist our investigation,
including former City Auditor and Controller Edward Ryan and SDCERS Trustee Ronald Saathoff. We received no
response to our requests for an interview from SDCERS Trustee Diann Shipione and former Mayor Susan Golding.
Obviously, this was a choice fully within these individuals' discretion in each case.



independent Financial Reporting Oversight Board to oversee the City’s financia reporting and
disclosure practices, amendments to Code sections relating to duties of the City Manager, the
City Auditor and Comptroller, and the City Attorney, and direction to those offices to work
together through a Disclosure Practices Working Group to ensure the compliance of the City, the
City Council, and City Officers and staff with federal and state securities laws and to promote
the highest standards of accuracy in disclosures relating to securities issued by the City. These
recommendations are specific actions the City can take to substantially reduce the chances such
errors occur again.

. Executive Summary

This Report addresses whether from 1996 to 2004 the City of San Diego made adequate
disclosure of its obligations to fund its retirement system, and of all reasonably related matters.
This inquiry involves very different issues than it would if it concerned a business corporation
with publicly traded securities. Asagovernmental issuer of debt securities, San Diego is subject
to less defined disclosure requirements than are private issuers. For example, its public
disclosure is not subject to SEC regulations that: (1) require companies with SEC-registered
securitiesto file annua and periodic reports with the SEC, (2) provide detailed guidance asto the
format and content of financial statement and other disclosure in such periodic reports and in
securities offering documents, (3) require the preparation of financial reports in accordance with
SEC accounting standards, and (4) require the implementation of effective internal controls®
Neither is the City subject to the Sarbanes-Oxley Act of 2002. Indeed, the only provisions of the
federal securities laws directly relevant to it disclosure obligations are general prohibitions
againgt material misstatements and omissions.” Although the SEC has brought a significant
number of enforcement actions against municipal issuers, they have been based solely on this
general provision and, in no case filed to date, have addressed issues of pension disclosure.
Further, the City’s pension system— the San Diego City Employee’s Retirement System
(“SDCERS’) —is not subject to the elaborate requirements of ERISA, but rather to more general
requirements applicable to public entity fiduciaries.

For purposes of this Report, we take a broad view of the information that might be of
interest to City policy-makers, its legal and accounting professionals, and investors in the City’s
securities. Rather than look only to what the law specifically requires, we have attempted to
present as much as may be determined of the history of the City’s unique and highly complex
relationship to its retirement system, and the public face that has been put on that relationship. In
sum, we find that through the cumulative effect of various measures designed to minimize the

5 Seethe Securities Exchange Act of 1933 (“Securities Act”), §8 13(a) and 13(b), and SEC Regulations S-X and SK.

" Securities Act, §17(a), and the Securities Exchange Act of 1934, §10(b), and Rule 10b-5 thereunder. These are commonly
referred to as the anti-fraud provisions of the federal securities laws, but §17(a)(2) and (3) of the Securities Act can be
violated through negligent conduct.



City’s near-term contributions to SDCERS, a funding mechanism of exceptional complexity was
created that failed to make proper provision for the System’s future liabilities, involved
significant financial risk to the City, and presented the City with disclosure challenges that it did
not meet.’

The City of San Diego has developed an expensive retirement system for its municipal
workers that it has failed to fully fund under the actuarial principal that pension liabilities
generated today should be funded today, not passed off onto future generations of taxpayers.
This situation evolved in piecemeal fashion through trade-offs between City management and its
municipa unions, in each instance reflecting the short-term time horizon of the City’ s budgetary
process. The most significant measures required the acquiescence of the SDCERS Board.
SDCERS is formally independent of the City but a majority of its trustees are either City
administrators or union officials.

As aresult of its historically strong anti-tax attitudes, San Diego is a low-revenue city.
Like other local governments in California, San Diego’s budget is affected from time to time by
reductions in funds received from the State. The costs of providing public safety and
maintaining quality of life increase with the costs of providing its workforce with a
compensation package competitive with that of other communities. San Diego is also a city with
strong municipal unions. These factors have repeatedly combined to place the City’s budget
under significant strain. When City management cannot escape making concessions to the
municipa unions but finds the larder of its operating funds bare, the easy solution has been to
grant additional retirement benefits, rather than salary increases, thus avoiding the need for
layoffs and cuts in services. On two occasions, moreover, the City made the provision of
substantial benefit improvements contingent upon the agreement of the SDCERS Board that the
City’s contributions to the System would be at negotiated rates lower than the actuarially
calculated rates. From July 1, 1997, through July 1, 2004, the City under-funded SDCERS
pursuant to those agreements. Thus at the same time the City was agreeing to additional
benefits for retirees, it was arranging to reduce its contributions to the System. This allowed the
City, in effect, to finance the cost of the concessions over a multi-year period. Moreover, the
City took advantage of certain vagaries of “actuarial science” and pension accounting to further
minimize its contributions to SDCERS.

Many of the measures used to shift City liabilities to SDCERS into the future applied the
dangerous and widely misused concept of “surplus earnings.”® Surplus earnings are defined
under the Municipal Code as the realized returns on SDCERS assets above the rate projected by

8  SDCERS has been described to Vinson & Elkins by informed parties as the most financially complex system in the country.

9 As described below, many other governmental entities have used surplus earnings from their retirement systems to fund a

variety of benefits. San Diego, however, appears to be among the more aggressive and creative in this regard.



its actuary as necessary to pay its future liabilities when due. The view that whenever cash
returns exceed the long-term actuarial benchmark the result is “free money” violates another
actuarial principal. Returns on assets are projected as averages over decades. It is assumed that
returns will fluctuate over time, with strong returns in some years offsetting weak returns in
others. When, instead, above-average returns are defined as “surplus’ and siphoned off for other
uses, the result may be the depletion of the system’sfinancia strength.

Nevertheless, in the early 1980s the results coming out of San Diego’s “meet and confer”
(labor negotiation) process began to treat surplus earnings as available for a variety of uses other
than to support the underlying soundness of the retirement system. Initially, surplus earnings
were used to improve the lot of retirees who had seen the buying power of their pension checks
dissipate with the severe inflation of the late 1970s. Soon after, the City granted healthcare
benefits to retirees as an incident of withdrawing from the Social Security System. Rather than
paying the premium cost of the healthcare policies from its operating funds, it dedicated
SDCERS surplus earnings for this purpose. To this day, al costs of health insurance for City
retirees has come from this source.

In 1996 labor negotiations, the City acceded to a significant package of pension benefit
enhancements. Together with certain negative changes in actuarial assumptions then pending,
this threatened to significantly and immediately increase the City’s required contributions to the
System. Instead, the City prevailed upon the SDCERS Board to grant it a lengthy period to
ramp-up to the higher contribution levels. At that time, investment returns had exceeded
actuarial projections over many years and SDCERS had run record surpluses. Fiduciary counsel
for SDCERS and the City, and the SDCERS Actuary, gave their approva to the agreement,
which came to be known as Manager’s Proposal 1 (or “MP1"). Actuaria projections showed
that the contribution shortfall from the agreement would approximately equal the unallocated
surplus accumulated to that time. Thus there existed reasonable, if ultimately misplaced, cause
for optimism that this departure from strict actuarial funding would not undermine the soundness
of the System.

After the adoption of MP1, the City’s public disclosure concerning its retirement system
began to exhibit significant inaccuracies and omissions. In the main, this appears to be the result
of a failure of City personnel to understand the increasing complexities of SDCERS funding,
poor communications with outside professionals and an unsophisticated view, going to the
highest levels of City administration, of the demands of adequate disclosure. Although it cannot
be said with certainty that no one in City administration recognized inadequacies in the City’'s
disclosure and consciously declined to remedy them, there is no evidence of affirmative
deception, and the individuals responsible for the City’s disclosure lacked both motive and
opportunity to mislead. We found no evidence that any City employees were personally
enriched as a result of disclosure decisions in which they participated. None appear to have felt



their careers would be advanced by concealing negative information. Every element of the
City’s disclosure was created and reviewed by a number of people, both inside and outside the
City, reducing the possibility that any could have engineered a deception. Further, much of the
information at issue was available from other public sources, including the Municipal Code,
SDCERS publications and local newspaper articles. Nevertheless, the disclosure problems
should not be understated.

First, the City contended in public disclosure that remained current until January 2004
that the cost of MP1 was covered in reserves established from surplus earnings. This assertion,
however, was based on a misunderstanding of the nature and function of those reserves. More
generaly, the City’'s public disclosure concerning MP 1 did not convey the risks inherent in
departing from actuarially determined contribution rates. These risks were exacerbated by the
inclusion in the agreement of a mechanism with the potential to trigger a massive payment from
the City to SDCERS. This, too, was not adequately disclosed.

From 1998 to 2000, additional uses were found for SDCERS surplus earnings. They
went to fund certain cost of living increases for retirees and to underwrite the cost of employee
contributions to SDCERS. In addition, when its members sued the System over the way in
which benefits were calculated, a provision of the resulting settlement committed surplus
earnings to fatten checks to current retirees. That settlement also provided for substantially
increased benefits for future retirees and thereby elevated the System’s total projected liabilities.
The City described the suit in only one instance in its public disclosure and did so inadequately.
Altogether, the various uses of surplus earnings added over time have been arranged by relative
priority in aMunicipal Code provision commonly known as “the waterfall.”

The effects on SDCERS' funding of this history of increased benefits, under-funding and
inadequately addressed changes in actuarial assumptions were masked for years by rich
investment returns from the bull market of the 1990s, and by the time lag built into actuarial
calculations of asset values. Nor did City disclosure during this period — aside from mandated
disclosure of the amount of its existing contribution shortfall — draw attention to potential
problems with the retirement system. By early 2002, however, it became apparent that
SDCERS funding level had gone into a slump, implicating the trigger mechanism built into the
1996 agreement between the City and SDCERS. The City responded by seeking another
accommodation from the SDCERS Board. This time it requested, and was granted, relief from
the trigger mechanism in exchange for stepped-up contributions to the System that still did not
achieve the actuarid rate. The deal, known as Manager’'s Proposal 2 (“MP2") dso granted
various benefit enhancements, adding significantly to the overhead cost of the System. Again
fiduciary counsel and the System actuary acquiesced in this arrangement, although expressing
concerns about the general direction of the City’s relationship to SDCERS, particularly as it
affected future funding levels.



This agreement spawned a lawsuit on behalf of SDCERS members, claiming that both
the 1996 and 2002 agreements violated applicable legal standards. Moreover, beginning in early
2003, projections of the System’s unfunded liabilities for pension and healthcare benefits showed
massive increases by 2011, absent remedial action. Mounting criticism from the local press and
a dissident member of the SDCERS Board, as well as inquiries from a committee of the City
Council, added impetus to confronting previously evaded problems, but not in an immediate
expansion in the public disclosure provided by the City to the municipal debt markets.

Matters came to a head in the fall of 2003, when disclosure counsel on a scheduled
offering for one of the City’s enterprise funds became aware of the inclusion in the City’ s annual
financial report of stale information concerning the views of the SDCERS actuary on the novel
approach adopted for System funding. Counsel insisted on additional due diligence before
approving the offering. In the resulting review, the City’s internal and external auditors
discovered errors throughout the footnotes to the City’ s financial statements for fiscal year 2002.
Although there is no reason to believe that any of these largely random and (judged from their
effect on the City’s balance sheet) immaterial errors were intentional, the volume of mistakes
raised serious questions about the efficacy of the City’s internal controls for financial reporting.
As noted above, on January 27, 2004, the City provided detailed public disclosure of these
errors and an exposition on the funded status of SDCERS, correcting certain omissions in the
City’ s previous disclosure.

Based upon our investigation, we conclude that the City’s procedures, policies and
practices for disclosure and financial reporting are inadequate in major respects. Undermining
the reliability of its public disclosure have been, among other factors, the City’s excessive
reliance on outside professionals to generate its disclosure documents, its lack of procedures to
verify the accuracy of those documents and the absence of high-level oversight to judge the
clarity and completeness of information provided to the investment markets. More generaly,
City administration had adopted a minimalist approach to public disclosure, providing the public
with negative information only when it has felt legally required to do so. The result has been a
series of damaging revelations, made without advance warning and in a manner allowing the
City to have limited control over the way in which the information is interpreted. This, in turn,
has led to a decline in trust between the City and the investment markets that must be carefully
addressed to restore to the City its former reputation as among the most financially solid and
reliable of California municipalities.
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The City of San Diego

The City of San Diego and the Related Authorities

A. The City of San Diego

The City of San Diego (the “City”) isamunicipal corporation with all municipal powers,
functions, rights, privileges and immunities authorized by the Constitution and laws of the State
of California, including the power to issue debt.*

The City is a “charter city” under Article XI of the California Constitution, which
authorizes the organization of municipal corporations (cities) as either “general law cities’ or
“charter cities”'* The powers of general law cities are fixed by the state legislature and their
ordinances and regulations may be preempted by state statutes.*? Charter cities, on the other
hand, exercise exclusive authority over all municipal affairs, with such authority limited only to
the extent provided in the city’s charter.®

Under Article XI of the California Constitution, a charter city has the power to make and
enforce all ordinances and regulations with respect to municipal affairs* Charter provisions
have the effect of legislative enactments and become the law of the state, and charter city
ordinances and regulations regarding municipal affairs prevail over state laws covering the same

10 City of San Diego City Charter (“Charter”) art. |, § I; art VI1, § 90.

1 cal. Const. art. X1, §8 2(a), 3(a); Johnson v. Bradley, 841 P.2d 990, 993-97 (Cal. 1992) (describing rationale behind the
Cadlifornia Constitution’s charter city provision and the powers of charter cities); City of Costa Mesa v. McKenzie, 106 Cal.
Rptr. 569, 574-75 (Cal. Ct. App. 1973) (describing authority of general law city); Ex parte Braun, 74 P. 780, 781 (Cal.
1903) (recognizing the California Consgtitution’s distinction between general law cities and charter cities). Of the 478 cities
in California, 371 are general law cities and 107 are charter cities. League of California Cities, Fast Facts At A Glance (July
16, 2004), at http://www.cacities.org/index.jsp.

2 Cal. Const. art. X1, 88§ 2(a), 7; League of California Cities, Types of Cities (July 16, 2004), at http://www.cacities.org.

18 cdl. Const. art. X1, § 5(a). See also California Constitution Revision Commission, Final Report and Recommendations to

the Governor and the Legislature, at 72 (1996), http://www.library.ca.gov/CCRC/pdfs/finalrpt.pdf (“Constitution Revision
Report”). The Cdifornia Constitution was amended in 1896 to enable municipalities to adopt charters, conduct local
business, and control local affairs under the rational e that “the municipality itself knew better what it wanted and needed
than did the state at large, and to give that municipality the exclusive privilege and right to enact direct legislation which
would carry out and satisfy its wants and needs.” Johnson, 841 P.2d at 993-94; see also Fragley v. Phelan, 58 P. 923, 925
(Cal. 1899). The amendment was intended to “deprive the legislature of the power, by laws general in form, to interfere in
the government and management of the municipality.” Ex parte Braun, 74 P. at 782.

14 Cadl. Const. art. X1, § 5(a). Charter cities may adopt a portion of a general law in an ordinance governing a municipal affair

without binding the city to all the provisions of that general law. Bellusv. City of Eureka, 444 P.2d 711, 716 (Cal. 1968).

10



issues.”® The provisions of acity’s charter are only subject to state law with respect to matters of
statewide concern.™®

The charter represents the supreme law of the city, and a city cannot act in conflict with
its charter.’” A legislative act by a city council that violates or is not in compliance with that
city’s charter is void, but the actions of the individual members of the city council in taking such
action generally are not open to challenge in the courts, and where the enactment of legislation is
challenged as resulting from improper or fraudulent motives, the law may not be voided on such
grounds.™®

B. Organization and Structure of the City

All legidative powers of the City (except those reserved to the people by the Charter and
the California Constitution) are vested in the City Council (the “Council”).® The Council is
composed of nine full-time Council members who serve for staggered four-year terms. eight
Council members who represent the City’s eight districts and the Mayor, who presides at the
meetings of the Council and serves as the official head of the City for ceremonial purposes.?’
The Mayor has no veto power but votes as amember of the Council

The chief administrative officer of the City is the City Manager, who is appointed by the
Council for an indefinite term.?? The Manager’s duties include (among other things) keeping the
Council advised of the financial condition and future needs of the City, preparing and submitting

5 Cal. Const. art. XI, §8 3(a), 5(a); see also Baggett v. Gates, 649 P.2d 874, 878, 881 (Cal. 1982); Constitution Revision
Report at 72.

%6 Cadl. Congt. art. XI, § 5(a); see also DeVita v. County of Napa, 889 P.2d 1019, 1032 (Cal. 1995); Bellus, 444 P.2d at 717
(holding that State Pension Act was not intended to preempt field of pensions for municipal employees). Courts determine
whether an issue or activity is a municipal affair or a statewide concern through an ad hoc inquiry in light of the facts and
circumstances surrounding each case. Baggett, 640 P.2d at 878; Johnson, 841 P.2d at 999-1000.

17 See Domar Elec., Inc. v. City of Los Angeles, 9 Cal. 4th 161, 170-71 (Cal. 1994).

8 |d. at 171; see, e.g., City and County of San Francisco v. Cooper, 13 Cal. 3d 898, 914 (1975), and (“[W]e do not inquire into
the knowledge, negligence, methods, or motives of the legislature if, as in this case, the [act] was passed in due form”
(quoting Justice Holmesin Calder v. Michigan, 218 U.S. 591, 598 (1910)) (citing Fletcher v. Peck, 10 U.S. 87 (1810)). One
leading treatise on municipal law sums up the law as follows:

Except as they may be disclosed on the face of the act or are inferrible from its operation, the courts will not inquire
into the motives of legidators in passing or doing an act, where the legisators possess the power to pass or do the act
and where they exercise that power in a mode prescribed or authorized by the organic law.... In such case, the doctrine
isthat the legidators are responsible only to the people who el ect them.

McQuillin, Law of Municipal Corporations 8 16:89 (3d ed.), West MUNICORP § 16:89 (2004) (citations omitted).
¥ Charter art. 111, § 11.
% Charter art. 111, § 12.
2 Charter art. IV, § 24.
2 Charter art. V, § 27.
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to the Council the annual budget estimate, and ensuring that the ordinances of the City and the
laws of the State are enforced. The Manager is responsible for developing the annual financial
plan for the City and may hire experts or consultants as necessary to assist with its preparation.
Reporting to the Manager is the Treasurer, who is appointed by the Mayor and confirmed by the
Council and who maintains custody of City funds and books.?* The Financing Services
Department of the Office of the City Treasurer oversees the debt issuance process.

The elected City Attorney serves as the chief legal officer for the City. The City
Attorney’s Office advises the Council, its Committees, the Manager, and all City Departments
and Offices on legal matters. The City Attorney is responsible for preparing all ordinances,
resolutions, contracts, bonds, and other instruments in which the City is concerned, and
endorsing on each such document his or her approval of its form or correctness®

Internal auditing and accounting is the responsibility of the City Auditor and
Comptroller, who is elected by the Council and the Mayor and who serves as the chief fiscal
officer for the City of San Diego.?®

In 1992, a new provision was added to the Charter specifically requiring the City
Manager and al non-managerial officers of the City to inform the Council of all material facts or
significant developments relating to all matters under the jurisdiction of the Council as provided
under the Charter, except as otherwise controlled by the laws and regulations of the United States
or the State of California, and to comply promptly with all lawful requests for information by the
Council .*’

C. The Related Authorities

Due to constitutional and statutory limits on the authority of local governments to
increase property tax rates and raise revenue, many Californialocalities no longer directly access
the capital markets except for short-term cash-flow borrowings.?® Instead, local governmentsin

#  Charter art. V, § 28.
% Charter art. V, § 45.
#  Charter art. V, § 40.
% Charter art. V, § 39.

27 Section 32.1, Responsibility of Manager and Non-Managerial Officers to Report to Council.

3 Propositions 13, 62, and 218 restricted the ability of local governments to raise revenue. Proposition 13, which was enacted

in 1978, amended the state constitution to limit the maximum amount of real property taxes and to require approval of two-
thirds of the voters for special taxes. Cal. Const. art. XII1A. Proposition 62, which was enacted as a statutory initiative in
1986, requires majority voter approval for general taxes and prohibits the imposition of certain taxes by local governments.
Cal. Gov't Code 88 53720 et seq. (West 2004). Proposition 218, which was enacted in 1996, amended the state constitution
to provide for majority voter approval for general taxes and made other changes relating to taxes, fees, and assessments.
Cal. Const. arts. X111C and XI111B. See generally Ingtitute for Local Self Government, The Fiscal Condition of California
Cities (2003); League of California Cities, Financing Cities: City Financing in the Decades After Proposition 13.
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California rely on a variety of authorities, agencies, public corporations, districts, and similar
instrumentalities to issue debt to finance infrastructure improvements.

Entities controlled at least in part by the City that have issued debt in recent years include
the Public Facilities Financing Authority of the City of San Diego, the San Diego Facilities and
Equipment Leasing Corporation, the City of San Diego/Metropolitan Transit Development
Board Authority, the Convention Center Expansion Financing Authority, the Redevelopment
Agency of the City of San Diego, the Open Space Park Facilities District, and several
Community Facilities Districts and Special Assessment Districts.

The Public Facilities Financing Authority. The Public Facilities Financing Authority of
the City of San Diego (the “PFFA™) is ajoint powers authority formed between the City of San
Diego and the Redevelopment Agency of the City of San Diego to assist the City with financing
public improvements pursuant to a joint exercise of powers agreement authorized by the Joint
Exercise of Powers Act.» Bonds issued by the PFFA are secured by revenues consisting largely
of lease payments and/or installment payments made by the City. Pursuant to the Marks-Roos
Local Bond Pooling Act of 1985, the PFFA also issues revenue bonds secured by certain unpaid
reassessments against properties located in a reassessment district and from other specified
sources. The PFFA is governed by a board of commissioners consisting of five members: three
members of the public appointed by the Mayor and confirmed by the Council, the City
Treasurer, and the Assistant Executive Director of the Redevelopment Agency of the City of San
Diego. The Mayor appoints the members of the board, subject to confirmation by the Council
and the Redevelopment Agency.

The San Diego Facilities and Equipment Leasing Corporation. The San Diego Facilities
and Equipment Leasing Corporation (the “ Corporation™) is a nonprofit public benefit corporation
that was established to acquire and lease and/or sell to the City of San Diego real and personal
property to be used in the municipal operations of the City and for the financing of municipal
construction projects. Certificates of participation and other securities issued by the Corporation
are supported by a variety of revenues and taxes, depending on each issue. The City Manager,
the City Auditor and Comptroller, and the City Attorney comprise the board of the Corporation.

The MTDB Authority. The City of San Diego/Metropolitan Transit Development Board
Authority (the “MTDB Authority”) is a joint powers authority formed by the City and the San
Diego Metropolitan Transit Development Board. The MTDB Authority was created to acquire,
construct, maintain, repair, manage, operate and control facilities to provide public capita
improvements including public mass transit and related transportation facilities primarily
benefiting the City. The City appoints two members of the public to the MTDB Authority’s

%  Cal. Gov't Code § 6500 (West 2004).
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governing board and the San Diego Metropolitan Transit Development Board appoints one.
Bonds issued by the MTDB Authority are secured by revenues consisting of lease payments
made by the City.

The Convention Center Expansion Financing Authority. The Convention Center
Expansion Financing Authority is ajoint powers authority formed by the City of San Diego and
the San Diego Unified Port District to assist with the financing, acquisition, and construction of
convention center facilities. The City Manager, the Mayor, the Executive Director of the Port
District, and the Chair of the Port District Board comprise the board of the Convention Center
Expansion Financing Authority. The bonds issued by the Convention Center Expansion
Financing Authority are secured by revenues consisting primarily of lease payments made by the
City.

The Redevelopment Agency. The Redevelopment Agency of the City of San Diego (the
“Redevelopment Agency”) was activated by action of the Council pursuant to the Community
Redevelopment Law of the State of California; at the same time, the City declared itself to be the
Redevelopment Agency. The bonds issued by the Redevelopment Agency are secured
principally by certain pledged tax revenues. The Mayor and the members of the Council serve as
the governing board of the Redevelopment Agency, athough the Redevelopment Agency is a
separate, legally constituted body operating under the Community Redevelopment Law.*® The
City Manager and City Attorney serve as the Redevelopment Agency’s Executive Director and
Genera Counsel, respectively.

The San Diego Open Space Park Facilities District. The City of San Diego formed the
San Diego Open Space Park Facilities District No.1 (the “District”), for which the Council serves
as the governing body. The District has the power and is obligated to cause the City of San
Diego to levy ad valorem taxes on all secured property in the District, subject to taxation,
without limitation as to rate or amount (except in the case of certain personal property, which is
taxable at limited rates) for the payment of principal and interest on bonds issued by the District.

The Reassessment Districts and Community Facilities Districts. The City has provided
for the issuance of bonds by certain other special districts to finance improvements that benefit
those districts. The City established two reassessment districts that have issued bonds, which are
payable primarily from certain special assessments collected from the owners of assessed land
within those reassessment districts. The City has also established several community facilities
districts that issue bonds under the Mello-Roos Community Facilities Act of 1982, which are

%0 According to the League of California Cities, most redevelopment agency boards are made up of the members of the local

city council. League of California Cities, Financing Cities: City Financing in the Decades After Proposition 13, at 17.
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payable primarily from certain special taxes collected from the owners of certain taxable land
within those districts. The Council serves as the legislative body of each district.

. The Issuance Process

The Financing Services division of the Office of the City Treasurer is responsible for
overseeing the issuance of debt by the City and related entities such as the PFFA. As is
customary for the issuance of municipal securities, the City and the related authorities rely on
outside bond counsel to assist with debt issuances and tax analysis of the proposed financing and
on outside disclosure counsel to help them meet their disclosure obligations relating to such debt
under the federal securities laws. In connection with a debt issuance, the City aso retains an
outside financial advisor to analyze and evaluate different financing options. The staff of the
Financing Services division works with the City Attorney’s Office, bond counsel, disclosure
counsel, and the financial advisor to organize the financing and draft the necessary documents.
The Financing Services staff also assists the City Treasurer and the City Manager to guide the
proposed financing through the process of obtaining Council approval.

Bond counsel and disclosure counsel are selected and retained (but not paid) by the City
Attorney’s Office. Typically, bond counsel and disclosure counsel are chosen based upon their
responses to a Request for Proposals (“RFP’). In some circumstances, they may be selected by
the City without an RFP process; for instance, in connection with past issuances of refunding
bonds, the City has engaged the same bond counsel firm that participated in the issuance of the
original bonds. The same firm that serves as bond counsel may also serve as disclosure counsel,
or another firm may provide disclosure counsel services. The City has relied on a limited
number of firmsto serve as bond counsel and disclosure counsel in recent years.

Disclosure counsel assists the City in producing the preliminary and fina official
statements describing the proposed debt issuance, which are used in marketing the bonds. The
City’s official statement consists of the main body (which provides details relating to the debt to
be issued, the use of proceeds, current litigation, the continuing disclosure obligations relating to
such debt, and related matters) and a number of appendices, including Appendix A, which
contains financial and demographic information relating to the City, and Appendix B, which
includes the City’s general purpose financial statements. Other appendices can include such
items as a copy of bond counsel’s proposed opinion, a description of the book-entry system, the
continuing disclosure agreement relating to the bonds, and a description of applicable bond
insurance.

The main body, or “front part,” of the official statement is drafted by disclosure counsel,

with the assistance of members of the Financing Services staff, using a previous official
statement as their template. Disclosure counsel outlines the issues for which more information is
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needed, and the Financing Services staff assembles that information and provides it to disclosure
counsel for inclusion in the initial draft. Different City departments may participate in the
process depending upon the nature of the financing. Disclosure counsel then circulates that draft
to a working group that includes Financing Services managers and staff, a representative of the
City Attorney’s Office, bond counsel, and the financial advisor for their review. Subsequent
drafts are also reviewed by the Treasurer and the Deputy City Manager and may be reviewed by
other City officials as well, depending on the nature of the financing.

Another group of Financing Services staff, under the direction of Financing Services
Manager Lakshmi Kommi, is primarily responsible for maintaining Appendix A. Throughout
the year, they regularly update the financial and demographic information included in Appendix
A for use with different debt issuances and for continuing disclosure purposes. As part of the
preparation of a new draft official statement, they review Appendix A and provide a current
version to disclosure counsel for inclusion in the official statement. Appendix A is aso
circulated for review by the working group and the Auditor and Comptroller, the Treasurer, and
the Deputy City Manager.

For Appendix B to the official statement, the Financing Services staff obtains the City’s
general purpose financial statements, which consist largely of excerpts from the City’s
Comprehensive Annual Financial Report (“CAFR”), from the Auditor’s office. Appendix B is
typically not included in the form of the official statement that is submitted to the Council for
approval, however. Instead, it is inserted into the fina version before the official statement is
printed and distributed.

The working group typically holds a number of meetings and conference calls to discuss
the draft officia statement. In addition to the working group, representatives of other City
departments also review portions of the draft relating to their areas of responsibility and provide
comments in an internal review process that is coordinated by a representative of the City
Treasurer's Office or Financing Services who serves as project manager for the proposed
issuance. Participating reviewers may submit their comments to the project manager or may
provide them to disclosure counsel. The working group conducts a page-by-page review of the
draft in order to confirm that it is accurate and that all comments have been incorporated, and
disclosure counsel conducts due diligence. At the conclusion of this drafting process,
substantially final drafts of the preliminary or final officia statement and the other necessary
financing documents are ready for circulation to City officials for their formal approval and
submission to the Council for approval pursuant to an ordinance or aresolution.

A bond document with a revenue or general fund liability of more than five years (such

as an indenture, alease, or a purchase installment contract) must be approved by ordinance of the
Council, while a document that does not carry its own financial obligation (such as a preliminary
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official statement) may be approved by the Council by a resolution rather than an ordinance.
Bond counsel prepares the necessary ordinances and resolutions for review by the City
Attorney’s Office. In issuances where a preliminary official statement is provided, it may be
submitted for Council approval in advance of the rest of the documents for the financing so that
it can be used to market the bonds prior to the closing.

The officia statement and other bond documents, together with their requisite ordinance
and/or resolution, are assembled under the cover of a Form 1472 “Request for Council Action”
(“Form 1472"). The Form 1472 provides accounting details for the offering as well as an
explanation of al documents submitted to the Council for approval. Also included with the
Form 1472 is a description of the financing in an attachment called the “A Page’ or the
“Manager’s report,” which also contains the City Manager’s recommendation that the Council
approve the ordinance or resolution being presented. These materials are circulated for approval
by the City Auditor and Comptroller, the City Attorney, a representative of the City Manager’s
office, a representative responsible for environmental review, and other City officials depending
on the nature of the financing. They indicate their approval of the issuance and the documents
by signing the Form 1472.

When all the necessary signatures have been received, the Form 1472, together with the
ordinance and supporting documents, is sent to the Council’ s docketing coordinator, who collects
the documents that are to be submitted to the Council for approva and files them with the City
Clerk’s office. The City Clerk distributes all of the materials relating to the agenda for the next
meeting of the Council to the Council members for their review. Before the Council meeting,
separate briefings on the agenda items are held for Council staff and the City Manager’s office;
the City Attorney’s Office may also conduct an internal briefing regarding any legal issues that
may be implicated by the docketed items. For some issuances, particularly those that are subject
to greater scrutiny, representatives of the City Manager and the City Auditor may brief the
Council membersindividually.

Bond ordinances and resolutions are addressed by the Council in open session and must
be read into the record twice. A representative of the City Manager's office makes a
presentation to the Council regarding the issuance. Under California law and the City Charter,
approval by the Council of abond ordinance in most cases requires further voter approval.** No
public referendum is required for documents that may be approved by the Council by resolution.

31 An ordinance or resolution determining that the public interest or necessity demands a municipal improvement to be

financed by the issuance of debt may be adopted only by a vote of five members of the Council, and a vote of two-thirds of
the electors voting on each proposition at aregular or specia election for the issuance of such bondsis required before such
indebtedness may be incurred, except for ordinances authorizing such short-term debt issuances as are permitted by
Section 92 of Article VI of the Charter. Charter art. VII, § 90.

17



By its terms, an ordinance approving bond documents typically will authorize the City
Manager to make necessary, non-substantive changes to the bond documents even after the
ordinance has been approved. A resolution approving an official statement also will authorize
the City Manager, City Attorney, or bond counsel to make such changes as are needed, which
allows for updates to the official statement and the insertion of Appendix B when the officia
statement is finalized. Following the approval of all bond documents, the bonds are priced, and
the closing (at which the necessary agreements, certificates, and legal opinions are signed or
presented and the bonds are issued) occurs shortly thereafter.

Council approval of the issuance by ordinance (or in some cases, by resolution) may also
be required in the case of bonds issued by one of the related authorities, depending upon the
entity involved and the nature of the issuance, and the process of obtaining such approval is
similar to the process described above. For instance, in connection with debt issuances by the
PFFA, arepresentative of the City Attorney’s Office provides the members of the PFFA’s board
with the same documents that were submitted for approval by the Council. After the Council has
approved the bond documents, the PFFA reviews them in a public meeting at City Hall, or in
some instances at the offices of the Centre City Development Corporation, at which
representatives of Financing Services and other relevant departments make presentations to the
PFFA board on the proposed financing and answer any questions. These presentations are
substantialy similar to those provided to the Council. The PFFA board approves an issuance
and official statement by resolution. Like the Council resolutions, the PFFA resolutions
generally authorize certain changes to the documents by the City Manager, City Attorney, or
bond counsel after approval. Voter approval of PFFA issuances is not required, although as
discussed above it may be required for any related Council ordinances.
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Organization and Structure of the San
Diego City Employees’ Retirement
System

History and structure

SDCERS is a multiple-employer, defined benefit plan established in 1927 by the City of
San Diego (the “City”) to provide retirement, disability, death, and retiree health benefits to its
members and their beneficiaries.

A. Participating employers

SDCERS members currently include the employees of the three participating employers
in SDCERS: the City, the Unified Port of San Diego (the “Port”), and the San Diego Regional
County Airport Authority (the “Airport”). The Port became a participating employer of
SDCERS in 1963 through an agreement with the City. The Airport entered into an agreement
with SDCERS in 2003 to become a participating employer. While SDCERS is a common
administrative and investment agent for the City, Port, and Airport, each respective employer
adoptsits own level of benefits and vesting schedule for its employees through its own plan. The
funding status and required contributions are then determined separately for each employer plan.

B. Role of the City in SDCERS

SDCERS functions, at abasic level, asatrust.3* The City established the trust and, as the
settlor of the trust, can determine and amend its terms, including the levels of benefits and
required contributions for its members, through City ordinances® This trust, however, is
administered by the Board of Administration (the “Board”) and not by the City or its Council.**
The Board is a fiduciary as to the beneficiaries of SDCERS (i.e. its members), and its duties
towards these beneficiaries in carrying out its administrative functions take precedence over any
other duties that the Board may have to other entities involved in SDCERS, including the City.®

32 See Charter art. IX, § 145. Although the SDCERS fund is described as a trust fund in the City Charter, there does not appear
to be a separate trust agreement.

¥ SeeCharter art. IX, § 141,
3 See Charter art. IX, § 144.
% SeeCal. Const. art. XV, § 17 and discussion in Section 111(C) below.
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Monies of SDCERS are held in a retirement trust fund in the City Treasury that is
separate from the funds of the City and controlled by the Board.*®* The SDCERS fund may be
used only for the purposes of SDCERS.*’ Payments from the fund may only be made by order
of the Board; the Council cannot order payments from the fund.*®

. Applicable law

The organization and operations of SDCERS are governed by California State
Congtitution Article XVI, Section 17; the San Diego City Charter Article IX, Sections 141
through 148.1 and Article X, Section 1; and the San Diego Municipal Code Chapter 2, Article
IV, Sections 24.0100 et seq. SDCERS is intended to be a qualified plan under the Internal
Revenue Code and, as a result, is subject to certain Internal Revenue Code requirements.®
However, because SDCERS is a governmental plan, it is exempt from the Employee Retirement
Income Security Act and from certain qualification requirements under the Internal Revenue
Code, including the nondiscrimination rules applicable to the participation of highly
compensated employees.*°

[1. Board of Administration

SDCERS is administered by the Board of Administration (the “Board’), which is
composed of thirteen members. The members of the Board are (1) the City Manager, (2) the
City Auditor and Comptroller, (3) the City Treasurer, (4-6) three members of SDCERS who are
elected by the general members, (7) one member elected by the fire safety members, (8) one
member elected by the police safety members, (9) one retired member of SDCERS elected by the
retired membership, (10) an officer of alocal bank appointed by the City Council, and (11-13)
three other San Diego citizens appointed by the City Council. Board members serve 6-year
terms, with one term expiring each year. Ex-officio members of the Board serve for the period
of their respective positions with the City.**

A. Administrative functions

The Board performs a variety of administrative functions. The Board determines who the
members of SDCERS are and is charged with being the sole authority and judge, under general

% See Charter art. IX, § 145.

0 d.

B d.

% See San Diego Municipal Code ch. 2, art. 1V, div. 10, § 24.1010 and div. 14, § 24.1408.
0 Seel.R.C. §8 401(a)(5)(G), 410(c)(1)(A).

4 See Charter art. IX, § 144.
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ordinances adopted by the City Council, as to the conditions under which persons may be
admitted to benefits of any sort under SDCERS.* The Board employs an actuary to make an
annual valuation of SDCERS' assets and liabilities and, at least once every five years, employs
an actuary to perform a thorough investigation of the mortality, service, and compensation
experience of members and other persons receiving benefits, aong with an actuarial valuation of
assets and liabilities.*® Based on the work and recommendations of the actuary, the Board adopts
contribution rates for the various classes of members for each employer and adopts actuarial
assumptions (mortality and service tables and rates, assumed rate of investment return, etc.) asit
deems necessary to provide benefits.* The Board is also responsible for crediting appropriate
interest to member and employer contribution accounts and transferring amounts from such
accounts to a reserve in order to fund retiree benefits® The Board must also prepare an annual
administrative budget for SDCERS and is responsible for the preparation of an annual report.*

B. Investments

The Board has exclusive control over the investment of SDCERS funds.*’ The Board
may employ independent investment counselors as needed to provide professional services to
support the Board's investment responsibilities.*® The Board is permitted to invest the funds in
any bonds or securities that are authorized by law for savings banks and in any additional classes
or types of investments that are approved by resolution of the City Council, except that
individual investments within the approved classes or types must be approved by independent
investment counsel.*°

C. Fiduciary duties

In its administration of SDCERS, the Board is subject to the fiduciary duties set forth in
Article XVI, Section 17 of the California Constitution. Under these constitutional provisions, the
Board must administer its system in a manner that will assure prompt delivery of benefits and

42 1d. Nevertheless, the City Auditor and Comptroller must refuse to allow any payment of a retirement alowance if, in the

opinion of the Auditor and Comptroller, the retirement allowance has been granted in contravention of the Charter or any
ordinances passed under the authority granted in the Charter.

4 SeeMunicipal Codech. 2, art. 4, div. 9, § 24.0901.
“ Seeid., § 24.0902.

* Seid., §8 24.0903 and 24.0904.

®  Seeid., §8 24.0906 and 24.0911.

47 See Charter art. 1X, § 145; Cal. Const. art. XVI, § 17. The California Pension Protection Act of 1992 (Proposition 162),
approved by the electorate in November 1992, strictly limited the Legislature’' s power over public pension funds by charging
public retirement boards with the sole and exclusive power over the investment of public retirement system assets and the
administration of the public retirement systems.

% SeeMunicipal Code ch. 2, art. 4, div. 9, § 24.0901.
4 See Charter art. IX, § 145.
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related services to the participants and their beneficiaries®® The members of the Board are to
discharge their duties with respect to the system solely in the interest of, and for the exclusive
purpose of (1) providing benefits to participants and their beneficiaries, (2) minimizing employer
contributions, and (3) defraying reasonable expenses of administering the system. The Board's
duty to its participants and their beneficiaries takes precedence over any other duty,” and each
Board member must act prudently and diligently in the discharge of his or her duties to
SDCERS.*

V. Members and benefits

A. Members

SDCERS members include employees and former employees of the three participating
employers: the City, the Port, and the Airport. Generally, membership in SDCERS is mandatory
and a condition of employment for all salaried employees in the classified service® and all
employees in the unclassified service who are employed one-half, three-quarters, or full-time.>*

For purposes of benefits, there are three classes of members: general members, safety
members, and elected officers.™ The different classes of members and benefits resulted from the
inclusion of different groups of employees in SDCERS. In 1955, the Police and Fire Systems
were merged into SDCERS to create a second class of members, while in 1971, elected officials
became eligible for membership, creating the third class of members.>® Safety members include
City police officers, firefighters, full-time life guards, and police department recruits in the City’s
Police Academy.>” Elected officers include the Mayor, members of the City Council, and the
City Attorney.”® General members are members not otherwise classified as safety members or
elected officers® Notably, elected officers are not required to become members of SDCERS

% See California Pension Protection Act of 1992 (Proposition 162) (amending Article XVI, Section 17 of the California
Constitution to increase and clarify the fiduciary duties of public retirement boards).

*d.

52 gpecifically, the California Constitution requires that the Board discharge its duty in accordance with the “prudent expert”

standard, the same standard imposed under ERISA. See also SDCERS Comprehensive Annual Financial Report for the

year ending June 30, 2003 (the “2003 CAFR"), Financial Section, p.45, at
http://www.sdcers.org/images/pdf/sdcers fy2003_cafr_2_financial_section.pdf.

53 Employment in the City is divided into the classified and unclassified service. See Charter art. VII1, § 117.
% SeeMunicipal Codech. 2, art. 4, div. 1, § 24.0104.
*®  Seid., §24.0103.

%  See 2003 CAFR, Actuarial Section, a 125, at http://www.sdcers.org/images/pdf/sdcers fy2003 cafr 4
actuarial_section.pdf.

S d.
% d.
% d.
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but may file awritten election to become amember.®® The City has all three classes of members.
The Port only has general and safety members, and the Airport only has general members.**

B. Benefits

Benefits available to members of SDCERS include service retirement, disability, death,

retiree health, and other related benefits. The discussion below generally describes these benefits.
The specific features of the benefits vary from employer-to-employer and member-to member.
The different features of these benefits for various members are summarized in a table set forth
in the Actuarial Section of the Comprehensive Annual Financial Report for SDCERS for the year
ending June 30, 2003 (the “Benefit Summary Table”).

1. Serviceretirement

a Eligibility. A member is eligible for service retirement benefits
upon retiring from his or her respective employer provided he or she has satisfied
certain age and service requirements. For example, a general member employed
by the City is eligible for service retirement benefits upon the earlier of: (1)
reaching age 62 and performing 10 years of service, or (2) reaching age 55 and
performing 20 years of service. The age and service requirements for service
retirement vary from employer-to-employer and among the different classes of
members.®

b. Calculation of benefit. A member’s service retirement benefit is
calculated by multiplying three factors. (1) a member’s number of years of
creditable service, (2) the member’s *“Final Compensation,” which generally isthe
member’s highest rate of compensation during a one year period of membership
and (3) a retirement factor or multiplier.®® The retirement factor is a set
percentage that is determined based on the age at which the member retires, the
member’s class (i.e. general, safety, or elected officer), and the member’'s
employer.** A member may also have a choice as to which set of retirement
factors apply to the calculation of his benefit, and depending on the member’s

61

62

63

Municipa Code ch. 2, art. 4, div. 17, § 24.1702.

Note also that general and safety members who are serving as duly elected presidents of a recognized employee labor
organization may continue to participate in SDCERS in accordance with a Memorandum of Understanding between the City
and the Member’s employee organization. See Municipal Code ch. 2, art. 4, div. 2, § 24.0201(b) and Municipal Code ch. 2,
art. 4, div. 3, § 24.0301(b).

For a summary of these different requirements, see the Benefit Summary Table, Exhibit A.
See Municipa Code ch. 2, art. 4, div. 4, §8 24.0402(d) (general members) and 24.0403(d) (safety members).
See, e.g., id., 88 24.0402 and 24.0403, Table 1.
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choice of retirement factors, the Final Compensation amount used in the benefit
calculation may be adjusted (i.e. reduced or increased by 10%).2 The calculation
of a member's benefit may also be subject to a cap of 90% of Fina
Compensation, depending on the member’s class and employer and the set of
retirement factors selected by the member to be used in the benefit cal culation.®®

C. Payment of benefit. Generally, the service retirement benefit
calculated above provides an amount to be paid to a member on a monthly basis
until the member’ s death. However, a member may elect various optional benefit
forms that provide different levels of benefits to the member’s beneficiary upon
the member’s death.®” Election of an optional benefit will reduce the amount of
the member’s monthly service retirement benefit.®® The amount of a retired
member’s monthly retirement benefit is also subject to a cost-of-living adjustment
(or COLA) as determined annually by the Board.*® The COLA may not increase
a member’s benefit by more than 2% per year or reduce the benefit below the
amount received by a member on the effective date of his or her retirement.”® In
addition to the monthly payment, a retired member may also be entitled to a
supplemental benefit or “13th check” each year, depending upon the overall
performance of SDCERS."

2. Disability

In the event a general or service member retires from service due to a disability,
the member is eligible for a disability benefit. The level of a member’s disability benefit
is dependent upon whether the disability was suffered in the course of employment.
Generadly, the monthly disability benefit is the greater of: (1) monthly installment
payments equal to a percentage of Final Compensation plus an annuity purchased with
the member’s accumulated contributions or (2) if eligible for service retirement, the

65

66

67

68

69

70

71

See, eg., id., § 24.0402(e) (general members) and § 24.0403(d) (safety members).
See, e.g., id., § 24.0402(g) (general members) and § 24.0403(e) (safety members).
Seeid., 88 24.0602 through 24.0607.

Seeid., §8 24.0402(i) and 24.0403, Table 1

See id., § 24.1505. The Board determines, before each July 1, whether a COLA is warranted based on the increase or
decrease in the annua cost of living which occurred in the previous calendar year, as shown by the Bureau of Labor
Statistics Consumer Price Index—All Items.

Municipa Code ch. 2, art. 4, div. 15, § 24.1505.
See, eg., id., § 24.1502(a)(6).
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member’s monthly service retirement benefit.”> Elected officer members are only
eligible for anormal service retirement benefit upon disability.”

3. Death

In the event of the death of an active member, the member’ s surviving spouse (or,
if there is no surviving spouse, the member’s dependent children) is eligible to receive a
death benefit. The form of these benefits varies depending on whether the member dies of
industrial (i.e. work-related) causes and on whether the member was eligible to retire at
the time of death. Generadly, if a member dies from industrial causes and/or while
eligible to retire, the member’s surviving spouse (or dependent children) will receive a
certain monthly benefit to be paid over the surviving spouse's life (or until all the
dependent children reach age 18).” If a member dies from non-industrial causes before
he or sheis eligible to retire, the member’s surviving spouse (or dependent children) will
receive a certain lump-sum benefit.”” In the event of the death of a retired member, the
retired member’s designated beneficiary is entitled to receive $2,000 upon the member’s
death. The beneficiary is also entitled to continued benefits to the extent provided under
the optional form of benefit elected by the member.”

4. Retiree health

A member eligible for retiree health benefits is eligible to obtain health coverage
under any City-sponsored plan and will have his or her health insurance premiums paid
or reimbursed, subject to certain limitations.”” The retiree health benefit is funded by the
City either directly or through a separate account maintained under SDCERS called the
“401(h) Fund.””® All amounts in the 401(h) fund can only be used to pay for retiree
health benefits and, although the amounts may be pooled with other SDCERS funds for
investment purposes, the 401(h) Fund may not be used to fund retirement or other
benefits under SDCERS.
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75
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v

78

79

See Municipa Codg, ch. 2, art. 4, div. 5, 88 24.0503 through 24.0506.

See Municipal Code, ch. 2, art. 4, div. 17, 88 24.1707.

See Municipa Codg, ch. 2, art. 4, div. 7, 88 24.0704 and 24.0705.

Seeid., §24.0702.

Seeid., § 24.0710.

See Municipa Code, ch. 2, art. 4, div. 12, § 24.1202.

Seeid., § 24.1203.

1d.
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5. Other related benefits

a DROP. The Deferred Retirement Option Plan (“DROP’) is a
voluntary program created to provide members flexibility when planning for
retirement by providing members with access to a lump-sum benefit in addition to
their monthly retirement allowance. To participate in DROP, a member must be
eligible for retirement, elect to begin receiving his monthly retirement benefit
alowance, and forgo accrual of al other benefits under SDCERSZ The
member’s monthly retirement benefit allowance will be deposited into a DROP
account, along with additional employee and employer contributions and credited
interest on the account.2* A member must designate the length of time he or she
wishes to participate in DROP (up to a maximum of five years) and must agree to
terminate employment following the termination of participation in DROP.% At
the end of the DROP period, the member will be able to receive the amounts in
his or her DROP account and will begin receiving the monthly retirement
allowance directly.®

b. Withdrawal of Accumulated Contributions. If a member
terminates employment prior to being eligible to apply for a service retirement
benefit, the member may withdraw the member’s accumulated contributions with
interest upon proper application to SDCERS within six months of termination.®
Alternatively, the member may keep the contributions with SDCERS (1) until the
member satisfies the age requirements for a retirement benefit or (2) for
participation purposes in the event the member is rehired by a participating
employer.® Withdrawal of accumulated contributions, however, terminates
membership in SDCERS, and the member will no longer be eligible for any
SDCERS benefits, unless the member is re-employed and repays the amounts
previously withdrawn.®

80

81

82

83

85

86

See Municipa Code, ch. 2, art. 4, div. 14, § 24.1402.

Seeid., § 24.1404.

Seeid., §24.1402.

Seeid., § 24.1407.

See Municipal Code ch. 2, art. 4, div. 2, § 24.0206 (general members) and Municipal Code ch. 2, art. 4, div. 3, 8 24.0306
(safety members).

Id.

See Municipal Codech. 2, art. 4, div. 13, § 24.1306.
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V. Contributions and Funding

Generally, with respect to the funding of defined benefit plans, assets are accumulated in
order to cover current and future benefits provided by the plan. Each year the actuary selected
by the Board performs an actuarial valuation of the plan to determine whether the plan currently
has the funds necessary to satisfy its current and future benefit obligations. The annual actuarial
valuation of a defined benefit plan is based on various actuarial assumptions, such as investment
performance, employee retention rates, mortality tables, expected increases in compensation and
expected cost-of-living adjustments. Since actual plan experience will never precisely equate
with the actuarial assumptions, the value of the assets of most defined benefit plans will either
exceed or fail to meet the amounts necessary to cover its accrued benefit liabilities.

Based on this vauation, the actuary determines the annual amount that must be
contributed to the plan in order to cover the plan’s annual costs. This annual cost includes the
amount necessary to satisfy benefits that accrue in a given year (the “norma cost”) and the
amount necessary to amortize any shortfall between the assets of a plan and the accrued benefit
liabilities of the plan, or the plan’s unfunded actuarial accrued liability (the “UAAL”), over a
certain period of time.

The following discussion addresses the contributions made by the City and its employees
to satisfy this annual cost under the City’s defined benefit plan within SDCERS and the overall
funding status of such plan.®’

A. Contributions

Under SDCERS, the City and members (while actively employed) must contribute
certain amounts as prescribed by the City Charter and applicable municipa statutes in order to
fund the benefits as described above. For employees, these contribution rates, expressed as a
percentage of compensation, are based on the age of a member upon entry into SDCERS and
actuaria calculations that are approved by the Board®® The City may pay or “offset” a portion
of the member’ s required contribution.

Pursuant to the City Charter, the City is to contribute annually an amount certified by the
actuary that is substantially equal to that required of the employees.® Prior to 2002, the

8 The contributions and funding status of the SDCERS plans of the Port and Airport are not relevant to the investigation at

issue and beyond the scope of this discussion.

8 With the approval of the Board, employees may contribute more than the actuarially determined contribution rate, and an

employee who makes such additional contributions is entitled to receive an increased retirement benefit in proportion to the
additional contributions. See Charter art. 1X, § 143.
8 |d. The City is not required to contribute in excess of such amount, except in the case of financial liabilities accruing under
any new retirement plan or revised retirement plan because of past service of employees.
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Municipal Code provided that the City would contribute a percentage of members earnable
compensation as determined by the SDCERS's actuary pursuant to the annual actuaria
valuation.®® In November of 2002, the Municipal Code was amended to provide that the City
would contribute the amounts agreed to in the governing Memorandum of Understanding
between the City and the Board.™

Since July 1996, the City has made specified annual contributions in accordance with
successive funding arrangements entered into by the City and SDCERS in 1996 and 2002
(respectively, “MP1” and “MP2"). These funding arrangements provided for a fixed annual rate
of contributions expressed as percentages of payroll and were below the rates determined by the
actuary during this period as necessary to cover the annua costs of the City’s plan (i.e., the
actuarially required rates (“ARC")).%

B. Funding status

As of the annual actuarial vauation as of June 30, 2003, the amount necessary to cover
the accrued benefits under the City’s plan, or the actuarial accrued liability (the “AAL”), was
$3.533 billion, while the actuarial value of assets of the City’s plan under SDCERS was $2.375
billion.** Accordingly, based on the actuarial valuation dated June 30, 2003, the plan has an
UAAL of $1.157 billion (the difference between the AAL and the actuarial value of assets) and a
funded ratio of 67.2% (the percentage of the AAL covered by the value of plan assets).** Since
the actuarial valuation for the year ending June 30, 2002, the UAAL for the City’s plan increased
by $437 million and the funded ratio decreased from 77.3%.

Since the actuarial valuation ending June 30, 2000, the funding status of the City’s plan
under SDCERS, like many pension systems around the county, has steadily deteriorated. The
City’s plan has experienced actuarial losses (not investment losses) of $193.2 million, $364.8
million, and $303.7 million in 2001, 2002, and 2003 respectively for a total actuarial loss of
$861.7 million during this period.® The City’s plan has seen its funded ratio incrementally

9 See Municipal Code ch. 2, art. 4, div. 8, § 24.0801 (2000).
% Seeid.
92 Seeinfra Part Il for amore detailed discussion on MP1 and MP2.

% See San Diego City Employees Retirement System Annual Actuarial Valuation for the year ending June 30, 2003 (the
“2003 Actuarial Report”). The actuarial value of assets is not the market value of assets. The actuarial value “smooths”
investment returns over a five year period. By utilizing this smoothed value in the actuarial valuation, the impact of the
volatility of the market on actuarial valuations is softened.

9 See 2003 Actuarial Report, at 13.
% Seeid., at 10.
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decrease from 97.3% in 2000 (its highest level from 1993-2003)% to 67.2% in 2003. These
actuarial losses are due to a number of combined factors, including poor investment performance
resulting from adverse market conditions.”” As is the case with most pension plans since 2000,
SDCERS failed to achieve its assumed rate of investment return of 8% in 2001 (+4.1%), 2002 (-
4.1%), and 2003 (-3.4%).%® These sub-par investment returns accounted for $695 million or 80%
of the total actuarial loss for this three-year period only.* Other factors contributing to the
decline include (1) the increase in benefits to current retirees arising from the Corbett litigation,
(2) the City’s contribution rates since 1996, which were below the actuarially required rates for
the same period,’® and (3) demographic changes. As described later in this Report, when
viewed from a longer-term perspective, these other factors actually had a greater impact on the
SDCERS funding status than the actuarial investment losses. '

C. Future of contributions and funding status

In August 2004, the City agreed to settle a class action litigation chalenging MP1 and
MP2.1% The settlement requires that the City contribute at the full actuarially required rate
(calculated based on the PUC method) beginning in FY 2006, contribute $130 million for its FY
2005 contribution, and provide a total of $500 million in security interests in real property to
secure its required contributions to SDCERS through FY 2008. However, regardless of the
City’s contributions levels, the City’s plan should continue to remain in a similar funding
position over the next several years. Due to the smoothing process used in determining the
actuarial value of the City’s assets, the poor investment returns of 2001-2003 will continue to
negatively impact the funding status of the plan until 2008.1%

% Technically, at June 30, 2000, the City’s plan had a funded ratio of 105%. However, that number was adjusted downward to
97.3% when the SDCERS Board decided to recognize, during that fiscal year, the liability to the system represented by the
non-contingent portion of the settlement of the Corbett litigation, discussed below.

9 See 2002 CAFR, Actuarial Section, at 120, at http://www.sdcers.org/images/pdf/2002_sdcers cafr_actuarial.pdf.

% See 2003 Actuarial Report, at 42. These figures represent the actuarial rate of investment return for SDCERS and NOT the
market value rate of return. Thereal rate of investment return was -1.6% in 2001, -7.1% in 2002, and -7.5% in 2003.

9 See 2003 Actuarial Report, at 10; 2003 CAFR, Actuarial Section, supra note 56, at 120.

10 The aggregate difference in the amounts that the City contributed in accordance with its agreements with SDCERS and the

amounts that it would have paid to the SDCERS in accordance with a more conventional actuarial funding method was
approximately $80.2 million through June 30, 2003. The additional amount that SDCERS assets could have earned during
this period from the difference in contributions is estimated to be approximately $18.1 million. See Offering Statement for
the Public Facilities Financing Authority of the City of San Diego Refinancing L ease Revenue Bonds, Series 2004 (Ballpark
Project), Appendix A, at A-37.

101 Seeinfra Part I1.K (discussing the analyses of the relative impact of these factors on the system'’s funding status).

102 seeinfra Part 11.J (discussing the Gleason litigation and its settlement in greater detail).

103 gee Offering Statement for the Public Facilities Financing Authority of the City of San Diego Refinancing Lease Revenue
Bonds, Series 2004 (Ballpark Project), Appendix A, at A-41.
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The Evolution of the SDCERS Funding
Deficit

The Snake in the Garden of SDCERS: the seductive concept of “ Surplus Earnings’

The evolution of the SDCERS funding shortfall began in 1980 with the adoption by the
San Diego City Council of a provision that allocated 50% of the annual returns from SDCERS
assets — to the extent those returns exceeded the SDCERS actuary’ s assumed rate of return—as a
supplemental lump-sum payment to retirees.™® Under this provision, cash returns that exceeded
the actuarial rate in a given fiscal year were defined as “surplus earnings,” half of which was
distributed to retirees as what became known as a“13™ Check,” paid on an annual basis'®

The remaining 50% of surplus earnings went to the “Employer Contribution Reserve’ —
essentially an accounting entry representing the residue of aggregate contributions to the system
not alocated to other reserves'® — “for the sole and exclusive purpose of reducing retirement
system liability.”**” “Counted” for actuarial purposes within System assets, the Employer
Contribution Reserve provides a source of funding for all System liabilities. It isnot availableto
offset or reduce the City’s required annual contributions.®® Thus, under this provision of the

104 5an Diego, Cal., Ordinance 0-15353 (N.S.) (Oct. 6, 1980).

105 SDCERS accounts for its operations on an accrual basis under GASB standards. The various benefits paid from “surplus

earnings,” however, are calculated on a cash basis. As provided by Municipa Code ch. 2, art. 4, div. 1, § 24.0103,
“investment earnings received,” from which “surplus earnings’ are derived, are defined as:

all interest received (net of interest purchased) on notes, bonds, mortgages, short-term money market
instruments, and savings accounts; cash dividends received on stock investments; and al realized gains and
losses from the sale, trade, or conversion of any investments of the Retirement System.

This accounting anomaly would seem to require an annual truing up between the cash-basis calculations done to determine,
for example, the interest credited to various reserves, and the way in which System returns are allocated on an accrual basis.
It appears this is not done. The primary difference between the two approaches, however, is the treatment of unrealized
investment gains and losses, which can be predicted to wash out over time as assets are turned over.

1% SDCERS requires three basic reserves for operational accounting purposes. The first is “the Employee Contribution

Reserve,” which represents the total amount contributed by City employees, with interest thereon, minus outflows to fund
individual pension benefits. The second is the “Retiree Contribution Reserve.” Whenever an individua retires from City
employment, an amount representing the (actuarially calculated) present value of the liability to fund that individual’s
retirement benefits is added to this reserve and offsetting deductions made to the employer and employee contribution
reserves. The third reserve, as mentioned, is the “Employer Contribution Reserve.” It receives any amounts generated by
the System not committed to any other use. If earnings from fund assets are insufficient in any given year to pay required
expenditures of the System, such as SDCERS' administrative costs or interest on the employee and retiree reserve accounts,
the amount is debited against the Employer Contribution Reserve to balance the System’s books. These three reserves are
not separately funded, but rather are bookkeeping categories for internal accounting purposes. As described below,
however, additional reserves have been created by SDCERS, often reflecting additional benefits granted by the City. These
reserves have affected the allocation and distribution of SDCERS assets.

17 Former Municipal Code ch. 2, art. 4, div. 2, § 24.0907.1(b).
108 Claypool v. Wilson, 4 Cal. App. 4th 646 (1992).
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Municipal Code, half the “surplus earnings’ generated by the system in any given fiscd year
were to be distributed to retirees and the other half retained to support the fiscal soundness of the
system. Prior to the adoption of this measure, all cash returns generated by SDCERS assets went
to deepen system funding.'®

This provision responded to a serious problem of the City’s retiree population, but in a
manner characterized by the fiscal shortsightedness that, over the following twenty years, was to
become a recurrent theme in the City's dealings with SDCERS. It responded to the bleak
financial situation faced by many City retirees at the beginning of the 1980s. Retirees of that
period received substantially lower pension benefits than do employees retiring today. The
factor that, when multiplied against years in service and highest one-year salary, determines the
basic annual benefit was then approximately 1.5%, compared to 2.5% (for genera members)
today. Moreover, the purchasing power of even this modest allowance had been eroded by the
double-digit inflation of the late 1970s. By earmarking half the System’s “surplus earnings’ to
supplement the income of its retired workers, the Council sought to address this situation without
depleting the City’s operating funds.

In the short-term, this approach worked as intended. Retirees received additional
financial support, with no recognized cost to the City. And because the 13" Check was to be
paid wholly from “excess’ cash generated by SDCERS investments, rather than the draw-down
of actuarially “counted” assets, the provision of this benefit did not immediately increase the
City’ s required contributions to the System. Thus, it looked very much as if this measure did no
more than distribute investment windfalls to needy retirees. This view, unfortunately, was based
on afundamental misunderstanding of the actuarial concepts that underlie the funding of pension
systems, public and private.

A pension system derives its ability to pay benefits from three sources. employer
contributions, employee contributions and earnings generated from such contributions when
retained within the system and productively invested. In determining the level of employer and
employee contributions necessary to achieve the goa of “generational equity” in a pension
system, a critical component is the assumed rate of return on fund assets. The greater that rate,
the less must be contributed by system participants to fund projected retirement benefits on a
basis that remains stable over time as a percentage of payroll. Obviously, no one can predict

109 Municipal Code ch. 2, art. 4, div. 9, § 24.0907.1. As initially enacted, however, this section provided that all residual
amounts were to be credited to an “ Advance Reserve Account,” to be used solely to reduce future employer contributions to
the System. Ordinance 0-9620 (July 1, 1967). It appears that before the enactment of that ordinance other distributions
were made from surplus earnings. For example, excess earnings for FY 1965 were divided evenly between the City
(reducing its contribution to the System) and the accounts of individual members of the System (a benefit only to those who
left the System before retirement or the families of those members who died before retirement). See Letter from Edward T.
Butler, City Attorney, to Ralph W. Kausch, Retirement Officer, SDCERS (Feb. 14, 1966). In that letter, the City Attorney
recommended increasing the assumed rate of return on fund assets to reduce future contributions from both the City and
members of the System.

32



with certainty the future returns that will be generated by any particular category of assets. Pro-
jected rates of return, like many other actuarial calculations, are educated guesses derived from
historical experience. They recognize that market performance will vary significantly from year
to year but assume that returns from specific asset categories will average out over time at close
to historical levels. This, of course, means that above-average returns in some years will offset
below-average returnsin others.

The surplus earnings concept ignores this long-term dynamic of actuarial projections. It
evaluates returns on a year-by-year basis and treats al cash generated by system assets (beyond
assumed rates of return) as free money. This, of coursg, flies in the face of the basic premise of
actuarially assumed returns. they are rarely met for any individual year, but are expected to
average out over time to approximate the projections. Therefore, the concept of “surplus
earnings’ is amisnomer. Unless and until it can be demonstrated that the actuary’s projections
are unreadlistically conservative, all earnings are necessary to support the long-term viability of
the system — none are truly “surplus’ or “excess.” '

Eventually, the bill comes due in the form of additional required contributions. The
diversion of amounts that would otherwise be added to system assets increases the gap between
those assets and the system’s projected liabilities: in actuarial terminology the “Unfunded Actu-
arialy Accrued Liability” (or “UAAL”). An amount calculated to amortize the UAAL isacom-
ponent of the “actuarially required contribution” (*ARC”) that must be paid each year by the
plan sponsor (here the City) to avoid a funding shortfall. Thus, any increase in system
underfunding must be paid back (with interest) by the plan sponsor over the amortization period
of the UAAL. Any diversion of earnings from system assets should therefore be seen as a
financing arrangement, requiring repayment over time.**!

The dangers inherent in treating surplus earnings as a windfall were eventually pointed
out by a number of people. For example, SDCERS Retirement Administrator Lawrence Grissom
advised the board in April 2002: “[I] believe there has come a perception over the years that

10 As alegal matter, the use of surplus earnings to pay various contingent benefits is also dependent on the view that these
funds, until designated as “inside” System assets by the pension board, are not necessary for the actuarial soundness of the
System. See Claypool v. Wilson, supra note 98. This, too, contains an element of fiction in that it fails to recognize that
projected returns on fund assets are fundamental to the sound funding of any pension system.

11 The exception to this rule is when a system’ s investment returns exceed projections on a sufficiently consistent basis that it

accumulates more assets than it will need to pay all of its obligations as they come due. SDCERS achieved a funded level
above 100% only once in its history — 105% at June 30, 2000 — and that number was adjusted downward to 97.3% when the
SDCERS Board decided to recognize, during that fiscal year, the liability to the System represented by the settlement of the
Corbett litigation, discussed below. For many years, however, SDCERS' returns were, on average, higher than the
actuarially assumed rate. For example, in the decade prior to 1992, its returns averaged over 14%. This gave riseto a
widely-held view that SDCERS would continue to exceed the assumed rate of return on aregular basis.

33



earnings are cash in pocket, which is not the case.”**? During the same month, fiduciary counsel
to the SDCERS Board opined:

Defining Surplus on a cash basis leads to draining off liquid assets and reducing
future earning power. It also undercuts actuarial assumptions about earnings. An
assumption of earnings is based on expected averages over along period of time.
By draining off cash in good years, the structure makes it harder to meet the long-
term earnings assumption.*?

San Diego is far from unique in its embrace of the view of surplus earnings as a
budgetary free lunch. According to Gary Caporicci of Caporicci & Larson and Lawrence
Grissom, the SDCERS administrator, many other municipalities nationwide have used surplus
earnings to fund benefits that otherwise would come out of their general budgets (or not be
granted). For example, the City of Fresno, California and the County of San Diego, California
both subscribe to this practice. The California Civil Code has also recognized this concept,
although in statutes not applicable to the City of San Diego.*** If the benefits funded from
“surplus earnings’ are carefully limited and the assumed market returns conservative, the
damage to the actuarial soundness of a system from this skimming of earnings may be minimal.
With San Diego, however, serious problems arose when benefit levels escalated — in part as the
result of successful litigation brought by System members— while measures were adopted that
alowed the City to make annual contributions at a rate less than that calculated by the System
actuary to fund the annual cost of the City’s plan (the ARC).

. The Andrews litigation

The initial use of surplus earnings to fund a System benefit — here the 13" Check — was
flawed for another reason. The measure failed to place any limits on the amount of the annual
payment to retirees, apparently from the assumption that surplus earnings generated in any single
year would be modest. This expectation quickly proved erroneous. The amount of surplus
earnings jumped from $0.6 million at June 30, 1982 to $6.9 million at June 30, 1983. The Board,
after consultation with its actuary, enacted a rule capping the amount that could be distributed
annually through the 13" Check at $30 for each creditable year of City service. This resulted in

12 Minutes of SDCERS Board Meeting, at 28 (Apr. 19, 2002). SDCERS minutes are not the official record of its deliberations,
which is, instead, the videotapes of its meetings.

13 | etter from Constance M. Hiatt, Hanson Bridget Marcus Vlahos and Rudy (“Hanson Bridgett”), to Loraine E. Chapin,
Genera Counsel, SDCERS (Apr. 16, 2002). Thistheme was also taken up by the SDCERS actuary, Rick Roeder and Board
member Diann Shipione. See Letter from Diann Shipione to P. Lamont Ewell, Assistant City Manager, City of San Diego,
at 1-2 (Dec. 31, 2002).

14 seeformer Ca. Gov. Code § 20132, added by Stats 1982, c. 330, at 1621, § 13, and Cal. Gov. Code § 20816 (c).
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adistribution for that year of approximately $1.4 million. The remaining $5.5 million of surplus
earnings was placed in a reserve for unspecified future benefits and “contingencies.” >

SDCERS members responded with a lawsuit, claiming that the Board had exceeded its
authority in declining to distribute the full 50% of FY 1983 surplus earnings to retirees.*® After
the plaintiffs prevailed at the trial court level and the City appealed, a settlement was reached
under which the City agreed to certain benefit enhancements and paid $9.7 million to members
of the plaintiff classes, but succeeded in retaining a modified version of the cap. The 13" Check
remains in the Municipal Code as a benefit to be paid annually out of surplus earnings, when
they are sufficient for this purpose.**” It has subsequently been joined by other contingent
commitments of surplus earnings, arranged in a hierarchy referred to as the “Waterfall.”*'
These other uses of surplus earnings, including the payment of healthcare premiums and cost of
living increases, each discussed in detail below, are paid only to the extent realized cash earnings
from the System exceed the amount necessary to pay interest (at a rate set by the Board) on the
System’ s basic reserves. the Employer, Employee and Retiree Contribution Reserves.

As a contingent benefit, the 13" Check is not included in actuarial projections of the
System’s long-term liabilities and therefore not factored into the annua contribution rates
required from the City and active employees. From FY 1980 through FY 2002, this benefit
absorbed approximately $60 million from SDCERS earnings (without compounding). In FY
1997, the SDCERS Board set aside a reserve of $3,500,000 (taken from FY 1996 surplus
earnings) to fund the 13" Check benefit in years when surplus earnings prove insufficient. This
reserve is carried outside System assets. By reducing System assets without decreasing projected
liabilities, its creation increased the gap between assets and liabilities and consequently the size
of the UAAL. Unlike certain other reserves, it was not credited with interest at the actuarialy
assumed rate, but did receive a share of the System’ s realized gains from asset sales.

In FY 2003, the System was unable to fund the 13" Check from that year's surplus
earnings. Responding to pleas from retirees, the City Council approved the application of the

15 The Board enjoys the authority under the Municipal Code to create “such reserves as the Board deems appropriate”
Municipal Code ch. 2, art. 4, div. 15, § 24.1502(a)(3). This does not provide it with discretion to use System earnings in any
manner it deems appropriate, as discussed below.

116 Andrews v. City of San Diego, Board of Administration of the San Diego City Employees Retirement System (San Diego
County Super. Ct.) (No. 515699).

17 Municipal Code ch. 2, art. 4, div. 15, § 24.1502(a)(6). If the surplus available for this purpose in a particular year is less
than $100,000, no payment is required by the Code for that year and the surplus, if any, isrolled into areserve. In such later
year as the reserve exceeds $100,000, the benefit again becomes payable.

18 Municipal Code ch. 2, art. 4, div. 15, § 24.1502.
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13" Check Reserve— its balance increased since its creation in 1997 by $539,000 as a resuit of
realized gains on asset turnover — to pay the 13" Check for FY 2003.2*°

[1. The Post-retirement healthcare benefit

In 1982, the City withdrew from the Social Security System. Under federal law, this
required that it provide certain comparable benefits to retired employees, including medical
benefits. Rather than pay insurance premiums from its own budget, however, the City enacted
an ordinance directing that the premiums be paid from SDCERS' surplus earnings.®® As noted
above, in 1980 the City had determined that 50% of surplus earnings would be distributed to
retirees — thus putting in motion the chain of events that led to the Andrews settlement. With this
1982 measure, the City applied a portion of the remaining surplus earnings to fund retiree
healthcare benefits. In the event that surplus earnings should prove inadequate in a particular
year, the City was ultimately responsible for the cost of the premiums, as remains true today.'**
To date, this eventuality has not occurred, and all costs attributable to the healthcare benefit have
been borne by earnings from SDCERS assets, either directly or through the depletion of reserves
established for this purpose.'??

The retiree healthcare benefit was paid directly out of earnings from 1983 until 1992,
when a determination was made that this violated federal tax regulations by improperly paying
non-pension benefits from dedicated pension assets. In an attempt to avoid this compliance
problem, the City and SDCERS developed a complicated mechanism of “bifurcated payments’
to fund the healthcare benefit while continuing to avoid any outlay from the City budget. At the
beginning of each fiscal year, an estimate was made of the cost of retiree insurance premiums for
that year. The City’s contribution to the System, including the cost of healthcare premiums, was
“credited” with the projected amount of those premiums. Thus, each year, the City paid the

19 The only other fiscal year in which the 13" Check was paid from a reserve was 1990. That year, the total return on
SDCERS assets was approximately 9%, but cash earnings were insufficient to fund this benefit, which was paid from a
reserve established for this purpose as a result of the Andrews litigation. This illustrates the difference between returns
calculated under GAAP and under the cash basis provided by Municipal Code ch. 2, art. 4, div. 15, § 24.1502.

120 Ordinance 0-15758 (N.S.) (June 1, 1982).

121 5ee Ordinance 0-16510 (N.S.) (Sept. 30, 1985), and Ordinance 0-17295 (N.S.) (May 15, 1989). The Andrews settlement
extended the class of digible retirees by an additiona two years. SDCERS Board member and Fire Fighter's Local 145
president Ronald Saathoff recounted this year to the San Diego City Pension Reform Commission:

we knew that people were desperately in need of health care and having to take many times out of savings to
pay for it. So we said, we'll make you a deal. We'll agree with $30 per year of service if you'll pay the
healthcare for these retirees. And that was the deal that was done.

Minutes of the Pension Reform Commission Mesting, at 18 (Jan. 27, 2004). Mr. Saathoff declined to be interviewed by
Vinson & Elkins for purposes of this Report.

122 However, as described immediately below and in the discussion of Manager’'s Proposal 1, a mechanism was developed

through which the City contributes amounts to the SDCERS healthcare reserve in return for a dollar-for-dollar offset from
surplus earnings against its other obligations to the System. This roundabout funding mechanism was designed to sidestep
problems with the Internal Revenue Code.
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basic ARC, with no additional amount for the post-retirement healthcare benefit. At the end of
the year, when the total cost for insurance premiums was known, surplus earnings would be
credited to the Employer Contribution Reserve, offsetting the net deficit to the City's
contribution to the pension system created by drawing the year’s insurance premiums from that
account.

As outside counsel to the SDCERS Board concluded, this approach was also legally
flawed. By letter dated August 22, 1995, Morrison & Foerster advised that this practice: “trans-
gresses the consgtitutional and statutory trust obligations that govern use of Surplus Earnings and
that prohibit the diminution of retirement assets to pay non-retirement-trust liabilities.”'?®
Counsel noted, however, that his firm’'s view might be different if healthcare insurance were a
SDCERS benefit, rather than a City benefit. As described below, this issue was addressed the
following year in a significant restructuring of SODCERS' funding.***

In the early years in which the healthcare benefit was provided to City retirees, the cost
was negligible. For the first three years, for example, the total cost of insurance premiums was
$299,969. Nevertheless, the potential for the heathcare benefit to become a severe financia
burden on SDCERS has been apparent for many years. In 1989, at the request of SDCERS
administration, Buck Consulting provided the City Manager’ s Office with a draft report on post-
retirement medical benefits."* That report stated the issue as follows:

The City of San Diego currently pays retiree heath insurance premiums for
eligible retirees from surplus undistributed earnings of the City Employees
Retirement System. If no such funds are available, premiums are paid from the
Genera Fund. The City is concerned that at some future time the surplus
undistributed earnings may be insufficient to provide for such premiums and is
interested in determining a more formal, predictable way of funding these
benefits. The City is aso concerned with the “uncontrollability” of these benefits
and would like to explore the aternatives that might be acceptable to both the
City’ staxpayers and employees that would entail better financial control.

The Buck Consulting report also provided estimates of the size of the healthcare liability
under two actuarial methods. Under the “projected unit credit” (“PUC”) method, it determined
that the “unfunded accrued liability” for the healthcare benefit stood at $103,493,846.%°
Alternatively, under the “entry age norma” (“EAN”) method, it calculated the liability to be

123 | etter from Morrison & Foerster to Lawrence B. Grissom, Retirement Administrator, SOCERS (Aug. 22, 1995).

124 Minutes of SDCERS Board Meeting (Aug. 25, 1995).

125 Draft report, City of San Diego: Design and Funding of Postretirement Medical Benefits, under cover letter to Jack

McGrory, Assistant City Manager, City of San Diego (Apr. 24, 1989).
126 1d. at Appendix I.
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$145,288,143."%" This report was the only formal attempt to estimate the cost of the healthcare
benefit until recent events brought renewed scrutiny to thisissue. The report’s recommendation
that the City actuarially fund the retiree healthcare liability has, to date, not been adopted.
However, the City will be required to account for and report the annual cost of this benefit
beginning in FY 2008.'%#

IV.  SDCERS changesits actuarial methodol ogy

The history of the relationship between the City of San Diego and SDCERS plays out as
a series of initiatives by the City to reduce (at least in the short term) its contributions to the
System, typically in response either to economic conditions that caused budgetary strain or to
concessions made to the City’'s labor organizations. Many of these initiatives have been
supported by the labor representatives on the Board. The result in each case was the
postponement of difficult budgetary decisions into the future, often exacerbating the problems
through the delay in confronting them.

In 1991, for example, the SDCERS Board approved a change in the method of
calculating the System’s annual cost. The annua cost consists of two components: (1) the
actuarial present value of the pension benefits and expenses allocated to a particular year and (2)
the amount necessary to amortize the portion of the actuarial accrued liability (“AAL”) that
exceeds System assets (i.e., “UAAL”). The annual cost, in turn, is used to determine the City’s
actuarially required contributions. Until this time, SDCERS had utilized the EAN method for
determining the System’s annual cost. The EAN method allocates the total value of a member’s
expected benefit liability as a level percent of payroll from entry age until retirement. If this
level percent is contributed, all actuarial assumptions are met and there are no design changes,
this level percent of pay contribution is designed to be sufficient to fund a member’s retirement
benefit and thereis no UAAL. This level cost per person, when aggregated with the level cost
for al members, will remain relatively constant for a fund if the average age at hire of the
population remains relatively stable, design and actuarial assumptions are unchanged, and
experience matches actuarial assumptions. Among the six actuarial funding methods approved
by the Governmental Accounting Standards Board (“GASB”), it recommends itself as a
relatively stable and conservative approach and, for this reason, is commonly used by
governmental entities. Indeed, in a recent survey conducted by the SDCERS staff, 21 of 23
systems surveyed employ the EAN method.

SDCERS, however, chose to migrate from the EAN to the PUC method. The PUC
method evaluates the future actuarial liability of the covered group as a whole, applying various

127" 1d. at Appendix I1. Both funding methods are described in the next section.
128 see GASB Satement No. 45.
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actuarial assumptions concerning population demographics and returns on system assets. For an
individual member, the PUC method allocates a cost as a percent of payroll that increases
geometrically from entry age until ultimate retirement. WWhen combined for an entire population,
the annual cost remains stable only if the average attained age of the membership remains stable,
something few employee popul ations have experienced as the baby boomers have been aging. A
notable characteristic of the PUC method is that, at least in the early years after its adoption, it
tends to generate a lower annual cost than the EAN method, and therefore results in lower
actuarially required employer contributions. In the case of SDCERS, the change in methodology
resulted in an immediate declinein AAL of approximately 2.8%.*° Jack McGrory, San Diego's
City Manager at that time, explained in an interview with Vinson & Elkins attorneys that the
change in method was intended to reduce City contributions to SDCERS at a time of intense
pressure on the City’s General Fund. SDCERS administrators have confirmed that there was no
purpose for the switch in methods other than to provide temporary contribution relief to the City.

It was anticipated by the SDCERS staff and actuary that the PUC rate would eventually
increase to the point that it equaled the EAN rate, at which time the City would resume making
contributions at the EAN rate. This apparently never happened.™*® Although the gap narrowed
significantly in the mid-1990s, the PUC rate, as applied to the City’s contributions to SDCERS,
has remained more volatile than the EAN rate without ever exceeding it. As described below,
however, conversion back to the EAN method remains a stated goal of the City.

In addition, as of June 30, 1991, the City reset the period for the amortization of its
UAAL. The amortization period remained 30 years, but was restarted from that fiscal year-end.
The result was to stretch out the period for the amortization of the UAAL, thus reducing that
component of the ARC. Again, there appears to have been no purpose for this action other than
to reduce the City’ s contributions to SDCERS.

The System’ s actuary acceded to actions of this type, so long as they remained within the
sometimes-vague standards that govern actuarial science. This remained the case in later years
as the City struggled to restrict the impact on its General Fund of escalating liabilities to the
retirement system. In 1998, for example, at the suggestion of SDCERS actuary Gabriel Roeder
Smith & Company, the City adopted a 40-year amortization period, for purposes of expensing
(and consequently reporting) its UAAL, in contrast to the 30-year amortization period used for
calculating its annual contributions to SDCERS. As described below, this treatment has allowed

129 etter from Lawrence B. Grissom, Retirement Administrator, SDCERS, to Ann M. Smith, Tosdal, Levine, Smith & Steiner
(May 16, 1996).

1% For many years no calculation was made of what the contribution rates would have been under the EAN method. But for
the last three years, the SDCERS actuary has calculated the City’s ARC under both the PUC and the EAN methods and, in
each case, the PUC rate resulted in a significantly lower contribution.
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the City to report a lower “net pension obligation” (“NPO”) every year from FY 1997 forward,
and was not clearly disclosed by the City until January 2004.

Although migrating to the PUC funding method and resetting the amortization period did
not violate established actuarial standards, these actions eventually made a contribution to the
under-funding of SDCERS. Then, as now, California law recognizes the minimization of
employer contributions as a legitimate objective for pension system fiduciaries.*®* This
objective, however, is clearly subordinate to their responsibility to protect the actuarial
soundness of the systems they serve.'*

V. The City seeks additional contribution relief from SDCERS

In the mid-1990s, the City was under significant financial pressure due to a downturn in
the local economy.™** According to former City Manager Jack McGrory, the City’s budget woes
were compounded by its limited revenue sources— the result of San Diego’'s strong anti-tax
bias— and by repeated raids on the City Treasury by the California Legislature. In 1995, in
response to warnings from City officials, including City Auditor Edward Ryan, that the
aternative would be significant lay-offs of City staff, the SDCERS Board entertained proposals
to grant one-time contribution relief to the City.

The contemplated mechanism for this concession was the “Earnings Stabilization
Reserve,” established by transferring $10 million of FY 1994 surplus earnings to an account held
outside SDCERS' assets. Under the City’s proposal, this reserve would be depleted to reduce
the City’s contribution to SDCERS for FY 1996. As with any diversion of funds from
“countable” fund assets, the Earnings Stabilization Reserve increased the System’s under-
funding by the amount of the diversion, and would be recovered, over time, through increased
City contributions to amortize the increased UAAL.** The System actuary advised that granting
this one-time contribution holiday was within the fiduciary discretion of the Board.*®

In aseven to six vote, the Board agreed to this proposal, contingent upon approval of the
Board's fiduciary counsel, Morrison& Foerster.®*®  Such approval, however, was not

181 cal. Const. art. XV1I, § 17.

182 gacramento v. Public Employees Retirement System, 229 Cal. App. 3d 1470, 1493-94 (1991).
1% The City was reported at that time to be facing a budget shortfall of approximately $10 million. Philip J. LaVelle, Pension
trustees OK parts of plan to ease city' sills, San Diego Union-Tribune, June 22, 1996, at A1.

13 Also considered was the possibility of establishing a “corridor funding” mechanism that would allow the City to pay a
reduced contribution rate over a period of five years asit “ramped up” to the “actuarially required rate.” This concept was
further devel oped and implemented as an element of Manager’s Proposal |, discussed immediately below.

1% Minutes of SDCERS Board Mesting, at 5 (Mar. 24 , 1995) (remarks of Mr. Roeder).
1% Minutes of SDCERS Special Board Meeting, at 10 (March 24, 1995).
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forthcoming. Although fiduciary counsel had previously approved the establishment of the
Earnings Stabilization Reserve as within the discretion of the Board,™ it now declined to
provide an opinion supporting the application of that reserve for the proposed purpose.’®
Morrison & Foerster noted that the reserve was established prior to determination of the actuarial
gain or loss from System assets for the fiscal year ending June 30, 1994. Subsequently, the
SDCERS actuary had determined that the System had experienced an actuarial loss for the year
as the result of a negative investment experience of $2.95 million. Referring to a holding of the
California Supreme Court that members of a retirement system have a legal right to an
actuarially sound system,™* counsel opined that all FY 1994 earnings were necessary to support
the soundness of SDCERS.'*

Had the System’ s assets returned more than the actuarially assumed 8% for that year, the
logic of counsel’s opinion would have supported the use of this reserve to provide rate relief for
the City. The SDCERS Earnings Stabilization Reserve remained on the books for approximately
one more year, after which it was folded back into system assets in connection with the
implementation of the “Manager’s Proposal” described in the next section.

VI.  Manager’sProposal 1 (“MP1")

A. The City proposes additional benefitsin exchange for contribution relief

In 1996, the proposed modifications to the SDCERS funding system described above
evolved into a comprehensive package of benefit improvements for SDCERS members coupled
with a complicated mechanism for the provision of contribution relief to the City. Although this
was not apparent for severa years, these measures were to bring about a substantial erosion of
SDCERS' funded status.

As of calendar year 1996, the SDCERS actuary was proposing adjustments to his
assumptions with negative implications for the City’ s budget. The local recession had resulted in
lower turnover among city employees. This, together with a hiring freeze that meant younger
workers were not being added to the workforce, had caused an “actuarial aging” of the System.

187 Letter from Morrison & Foerster to Lawrence Grissom, Retirement Administrator, SDCERS (Mar. 23, 1995). See also
Minutes of SDCERS Board Meeting, at 9 (May 19, 1995).

138 | etter from Morrison & Foerster to Lawrence B. Grissom, Retirement Administrator, SOCERS (Aug. 22, 1995).

1% See Board of Administration v. Wilson, 52 Cal. App. 4™ 1109, 1134, 1136 (1977); Valdes v. Cory, 139 Cal. App. 3d 773
(1983).

140 Not specifically addressed by the Board was the question of whether rate relief in the form contemplated would have run
afoul of the San Diego City Charter, Article X, Section 143, which requires the City to make annual contributions to cover
the “normal cost” of the retirement System approximately equal to that made by employees. This issue later came to the
fore in the Gleason litigation, described below. See Minutes of SDCERS Special Board Meeting, at 9-10 (Mar. 24, 1995)
(remarks of Joel Klevins).

41



The resulting change in actuarial assumptions threatened to increase the City’s contribution rate
significantly. Moreover, the adoption of the more volatile PUC method four years before had
resulted in the City experiencing less predictable contribution rates.*** Mr. McGrory told
Vinson & EIlkins that the City was not in a position to immediately absorb the proposed rate
increases. He therefore sought from the SDCERS Board a ramp-up period to achieve the
adjusted contribution levels.

In the spring of 1996, moreover, the City and its unions concluded negotiations for the
extension of San Diego’s municipal labor contracts. The agreement that came out of the *meet
and confer” process included a number of new or enhanced benefits including:

Significant increases in the formula for calculating the basic pension benefit. The
multiplier for general members increased from 1.45% to 2.00% per creditable
year of service.!*?

The expansion of the “Purchase Service Credit” (“PSC”) benefit, which permitted
City employees to purchase up to 5 additional creditable years of service within
the SDCERS system for payments intended to reflect the full projected cost to the
System of the additional “air time” purchased.'*®

An increase in the “cap” on the 13" Check for former employees who retired
prior to October 6, 1980.

The agreement of the City, subject to certain conditions, to implement a Deferred
Retirement Option Plan (“DROP’). This program, as later implemented by the
City, permits employees who have reached their maximum benefit level to *bank”
with SDCERS the payments they would have received in retirement and receive a
lump sum payment upon retirement.**

1 Draft Memorandum from Lawrence Grissom to K eith Enerson, Re: Proposed Retirement Package (Mar. 1, 1996).

12 The projected cost of this benefit enhancement, which applied retroactively to service years for which it had not been

included in the “normal cost” of the System and so was not reflected in employer and employee contributions, resulted in an
estimated $76.7 million increase in the UAAL. This, in turn, would have resulted in an increase in the City’s payments to
SDCERS to amortize the UAAL had Manager’s Proposal 1 not allowed the City to avoid paying actuarially determined rates
for aperiod of years.

143 This benefit became controversiad when it was determined that SDCERS had not adjusted the price of “air time” as
necessary to reflect increases in actuarially required employee contributions. The Board increased the price of PSCsin 2003
to address this problem, but, by that time, the System had incurred significant costs through the provision of this benefit.

144 This benefit has also become controversial as aresult of the substantial lump sum payments that employees at the higher pay
grades who utilize the DROP program may obtain upon the conclusion of their City service.
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The agreement also included certain enhancements to the post-retirement healthcare
benefit, coupled with an agreement that this would become a benefit provided by SDCERS
rather than the City. The latter provision apparently responded to the determination by
SDCERS outside counsel, described above, that the healthcare benefit could not be funded from
surplus earnings unless it was specifically designated a SDCERS benefit.

Faced with the prospect of dramatically increased contributions to SDCERS as a result of
revised actuarial calculations, as well as the increased benefits that came out of the meet and
confer process, the Manager’'s Office cast a covetous eye on the extraordinary returns the bull
market had showered on SDCERS. As Mr. McGrory summed up the situation to the Union-
Tribune:

It's very hard... for the City to be looking at significant increases in our
contribution rate while at the same time seeing record earnings being received by
the (retirement system). It seemsto me we' ve got awindow of opportunity.**

Accordingly, the City Manager required, as a condition for providing this package of
benefits, the agreement of the SDCERS Board that the City’s contributions to the System follow
amulti-year formula that provided both predictability and a temporary reduction in rate levels.'*
Under this proposal, later referred to as Manager's Proposal 1 (or “MP1”), the City's
contribution for FY 1996 would be made at the FY 1995 rate of 7.08% and the contribution for
FY 1997 would be made at the rate of 7.33%.**" In subsequent years, it would rise in annual
increments of .5% of total City payroll until it reached the EAN funding rate. The City would
then switch to that rate going forward. The contribution shortfall accumulated during the period
before the City resumed paying the full actuarial rate was estimated in the Manager’ s Proposal to
total approximately $110 million.** The ramp-up period was intended to conform to the
following schedule:

Employer Contribution Rate Stabilization Plan

Period Rate City Paid Rate Difference % Difference $
FY 1996 8.60% 7.08% 1.52% $5.33m
FY 1997 10.87% 7.33% 3.79% $13.88m

5 4.

148 Minutes of SDCERS Board Special Meeting, at 2 (May 2, 1996) (comments of Jack McGrory).

147 Although the FY 1996 contribution rate was intended to be determined under M P1, the contribution rates under MP1 did not
take effect until FY 1997.

198 Memorandum from Cathy Lexin, Labor Relations Manager, City of San Diego, to Lawrence B. Grissom, Retirement
Administrator, SDCERS (July 23, 1996). This memorandum is the final expression of this proposal. No written agreement
was ever executed between the City and SDCERS memorializing Manager’s Proposal 1.
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FY 1998 12.18% 7.83% 4.35% $16.67m
FY 1999 12.18% 8.33% 3.85% $15.40m
FY 2000 12.18% 8.88% 3.35% $14.00m
FY 2001 12.18% 9.33% 2.85% $12.45m
FY 2002 12.18% 9.83% 2.35% $10.72m
FY 2003 12.18% 10.33% 1.85% $8.82m
FY 2004 12.18% 10.83% 1.35% $6.73m
FY 2005 12.18% 11.33% .85% $4.43m
FY 2006 12.18% 11.83% .35% $1.91m
FY 2007 12.18% 12.18% -0- -0-

FY 2008 13.00% 13.00% -0- -0-

TOTAL $110.35

The actuarially required “rate” in the second column and the resulting shortfalls in the
last column were projected by the SDCERS actuary, Rick Roeder. The total projected shortfall
over the relevant period of $110.35 million— extrapolated from Mr. Roeder’s projections of
contribution rates by SDCERS administrator Lawrence Grissom— was comprised of
approximately $71 million attributable to the costs of the new benefits and $39 million in
foregone City contributions. As described below, subsequent events rendered these projections
far wide of the mark.

Deputy City Manager Bruce Herring— who was aso a member of the SDCERS Board
(as the City Manager’ s designee) at the time of MP1 — acknowledged to Vinson & Elkinsthat the
purpose of the “contribution rate stabilization plan” was to push into the future current City
costs. In this way, the City could avoid the immediate employee lay-offs, with the consequent
reduction in services to City residents, that would otherwise have been required to recoup the
cost of the added benefits. Put differently, this provision of MPL, like the rate relief sought the
previous year, had aspects of aloan from SDCERS to the City. Asnoted in ajudicial decision of
the following year not specifically referring to San Diego’ s situation: “ This shift [into the future]
of costs can accurately be characterized as a loan to cover the current employee costs—a loan
that must be repaid by future generations.”**® Nor did this aspect of the plan go unnoticed by
local commentators.™™® As the Union-Tribune reported:

the reduced contributions to the retirement system will have to be made up
somewhere down the line. And future taxpayers may get stuck with the bill, since

149 Board of Administration v. Wilson, 53 Cal. App. 4" 1109, 1140 (1997). MPL might also be analogized to a derivates
contract in that it restructures financial obligations based on unpredictable future events.

10 See eg., Minutes of SDCERS Board Workshop, at 16 (June 11, 1996) (statement of Mr. Casey).

44



the City Council allocates the city’s contribution to the pension system from
general tax revenues.*

The City Manager posited that changes in demographics associated with the new benefits
would counteract the contribution shortfals. He believed that the increased multiplier for the
basic pension benefit would enable employees to retire at an earlier average age, skewing the
actuarial age of the System downward.™* It is now apparent, however, that only a long bull
market with a soft landing could have prevented Manager's Proposal 1 from resulting in a
serious under-funding of the retirement system. Only thefirst of these events was to occur.

The City’s municipal unions supported MP1 as a quid pro quo for the increased benefits
described above. The City Manager’s proposal, however, explicitly required Board approval of
the contribution relief that was the City’ s primary incentive to do thisdeal. This effectively gave
the Board a veto over the entire package of benefits and concessions represented by MP1. The
division between the roles of City Council and SDCERS Board contemplated by the City
Charter — with the Council granting benefits and the Board administering them — was thereby
significantly compromised.

Although the SDCERS staff had participated over severa months in fashioning the
proposal, it was viewed skepticaly by some members of the Board, and its complexities
confused almost all, even after lengthy discussion. In promoting the proposal to the Board — as
well as to its actuary and fiduciary counsel — City representatives emphasized two “safeguard”
provisions intended to protect the System’s funded ratio. First, the City was required to resume
paying the full PUC rate by no later than July 1, 2009, as described below. Second, a drop of
10% or more from the FY 1996 funding level would trigger an immediate adjustment in the
City’s contributions. The level at June 30, 1996 was approximately 92.3%. Thus, the trigger
level was 82.3%.'>°

The pending changes in actuarial assumptions and methodology were recognized at June
30, 1996, increasing the UAAL by approximately $25 million. This amount, with 8% interest
compounded annually over the intervening years, has contributed significantly to SDCERS
present UAAL. Ironically, at the time of MP1, the City was eager to have the revision of
actuarial assumptions be as immediate and extensive as possible to create “breathing room from
the 10% deal breaker.”**

151 philip J. LaVelle, City has a deal, but will pension trustees buy it? San Diego Union-Tribune, June 21, 1996, at A1.
152 |d.

1% Members of the City staff have contended that the actual ratio was 81.4%. Whatever the merits of this position, the 82.3%
figure has been widely accepted and will be used for purposes of this Report.

1% E-mail from Terri Webster to city_mgr.CTL, Re: Proposal (June 21, 1996).
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Several years later, when it became probable that the 82.3% threshold would be crossed,
the potential consequences for the City’s contribution rate became a matter of controversy. The
final version of Manager’s Proposal 1 provides:

The City will pay the agreed-to rates shown above for FY 96 through FY 2007.'%
In the event that the funded ratio of the System falls to a level 10% below the
funded ratio calculated at the June 30, 1996 actuarial valuation which will include
the impact of the benefit improvements included in this Proposal, the City-paid
rate will be increased on July 1 of the year following the date of the actuarial
valuation in which the shortfall in funded ratio is calculated. The increase in the
City-paid rate will be the amount determined by the actuary necessary to restore a
funded ratio no more than the level that is 10% below the funded ratio calculated
at the June 30, 1996 actuarial valuation.

This would appear to require that the City make alump sum payment in the amount nec-
essary to restore the funding level to 82.3%. Nevertheless, individuals involved in negotiating
this agreement insist that the intention was to “sunset” the proposal beginning the fiscal year
after the year in which the trigger event occurred, resulting in a return to a contribution level set
under the PUC method.™™® This was, in fact, the way in which the trigger provision was
discussed before the Board.™’ It was also the understanding of fiduciary counsel to SDCERS.*®
But the following exchange between a Board member and the SDCERS actuary indicates that the
potential decline in funding level resulting from the Manager’s proposal was given at least
passing consideration in dollar terms:

Ms. Wilkinson stated that a 15% drop would lower the System’s funding level to
the high 70% range and asked what this amounts to in dollars.

Mr. Roeder responded that the 10% drop would not occur for another 5-6 years
and that this would be hard to predict. However, he stated that currently the
amount at 15% would be approximately $225 million.**°

1% Thereference isto the table provided above.

1% One of the many potential flaws in MP1 derives from the “one year lag” built into the System. The SDCERS actuary
calculates the System'’ s funded ratio as of June 30 of each fiscal year. This complex calculation is then subject to evaluation
and approval by the SDCERS Board before it can be adopted. Typically, this occurs many months into the next fiscal year.
Because the City makes its contribution to SDCERS at the beginning of each fiscal year, the most current funding
calculation available on the contribution date is always a year old. For the operation of MP1, this meant that the City would
not begin to pay the amount required by the trigger provision until a year after the trigger was hit, during which time an
additional decline in the System’s funded status might have occurred. This, in fact, was the result that obtained after the
trigger provision was engaged at June 30, 2002, as described below.

157 See eg., Minutes of SDCERS Board Meeting, at 22 (June 21, 1996) (comments of Lawrence B. Grissom).

18 | etter from Dwight Hamilton to Lawrence B. Grissom, Retirement Administrator, SDCERS, at 3 (June 21, 1996).

1% Minutes of SDCERS Board Special Workshop, at 14 (June 11, 1996).
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As it happened, Mr. Roeder’s 5-6 year estimate of when the threshold would be crossed
proved prescient. When that event occurred, which among the competing interpretations of the
operation of the trigger provision would prevail became of critical importance.

B. The opinions of SDCERS' actuary and fiduciary counsel

As modified, the proposal won the endorsement of the SDCERS actuary and fiduciary
counsel. According to Board minutes, the System’ s actuary, Mr. Roeder, opined that:

... he would have been reluctant to recommend this plan without some sunset
provisions. However, he stated that he believes that this is a sound proposal as
long as the funded ratio does not drop significantly, and with the appropriate
sunset provisionsin place.*®

Mr. Roeder subsequently proposed to the GASB that it consider “corridor funding” as an
acceptable alternative to the six funding methods previously approved.’® “Corridor funding” in
this context meant the setting of contractually specified contribution rates to achieve, over time,
actuarialy calculated funding objectives, rather than pursuing those objectives by adjusting
contribution levels on an annual basis. Boundaries of the “corridor” — here the trigger
mechanism — would be imposed to safeguard the System’s actuarial soundness.'®* Mr. Roeder's
proposal resembled an approach under Generally Accepted Accounting Principles (“GAAP") for
valuing assets held in pension funds of business corporations,’® but was not recognized as an
acceptable method to set employer contributions to a pension fund, either in the public or private
sector. Because the funding approach taken in MP1 was not among the six approved methods,
GASB rules required that the City disclose, in its annual financial statements, the shortfall
between the actuarially required contribution and the contribution it actually made (the NPO).***
Winning the approval of the GASB for the “corridor funding” method would have eliminated
that disclosure requirement.

Mr. Roeder obtained the written support of SDCERS administration and the City
Auditor’s Office for this proposal, but the GASB was apparently not persuaded. In an interview

160 |d. at 15.

11 GASB Statement of Standards No. 25, “Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for
Defined Contribution Plans,” ] 44.

182 1naMay 21, 1998 letter to the SDCERS Retirement Administrator, Mr. Roeder described corridor funding as superior to the
PUC method and, in a letter dated July 14, 1998, urged the City Auditor and his deputy to join him in promoting it as an
acceptable alternative to previoudy approved methods.

183 Financial Accounting Standards Board, Satement of Financial Accounting Standards No. 106 (“ Employers Accounting for

Postretirement Benefits Other than Pensions”)  59.

164 As described below, the City has made this disclosure from FY 1998 through FY 2002, the |ast year for which, as of the date
of this Report, it hasissued financial statements.
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with Vinson & Elkins, Mr. Roeder stated that he followed up hisinitial letter with a second letter
and, eventualy, a telephone call, but received no response. Around calendar year 2001, he
finally gave up hope that GASB would consider his proposal.

Fiduciary counsel for both SDCERS and the City also approved MP1. The SDCERS
Board replaced its previous fiduciary counsel, Morrison & Foerster, with Dwight Hamilton of
Hamilton and Faatz.® The explanation given to the Board for the change in counsel was that
Morrison & Foerster had been slow in responding to requests for legal opinions.*®

After examining the initial draft of MP1, Mr. Hamilton expressed serious reservations
about certain of its provisions. He stated that “there were ‘red flags raised in his mind by this
proposal, as it relates to the Board's duty of loyalty to the integrity of the fund and addressed
those individually....”**" In connection with the transfer of the post-retirement healthcare benefit
to SDCERS, he noted that the City Charter did not appear to authorize this type of benefit, and
stated: “the Board must remember that they can not breach their duty of loyalty to the benefici-
aries and/or the integrity of the fund by using fund proceeds to pay for the premiums for health
insurance.”*® In this he echoed previous fiduciary counsel. In response to questions from the
Board, he voiced concern that the Board would be abdicating a key fiduciary responsibility in
agreeing to a freeze of actuarial assumptions, as proposed by the City Manager:

Another troublesome area to Mr. Hamilton was the specific agreement that there
would be no changes in actuarial assumptions or methodology until fiscal year
2007. He reminded the Board that the pension beneficiaries and members have a
vested right to an actuarially sound system and that the Board has a duty of
loyalty to the integrity of the fund that cannot be contracted away. He stated that
he believes the Board's rights to annually and continually review their
methodology and assumptions [are] essential .*®

Mr. Hamilton also objected to a mechanism initially contemplated to offset the shortfall
with transfers from surplus earnings. The City Manager proposed that 50% of surplus earnings
from each year during the operative period of MP1 would be applied to offset the difference
between the ARC and the City’s actual contributions under the MP1 schedule. Mr. Hamilton

185 Mr. Hamilton's firm had recently become associated with the larger firm of Frandzel & Share, and his opinions were

rendered on behalf of both firms.
16 Minutes of SDCERS Board Special Meeting, at 3-4 (May 2, 1996).
187 Minutes of SDCERS Board Workshop, at 18 (June 11, 1996).
168 |d. at 19.

18 1d. at 20. Fiduciary counsel for the City, Jeffrey Leavitt, Jones Day Reavis& Pogue, also raised concerns about the

provision that would freeze actuarial assumptions. He viewed the ability to make changes in actuaria assumptions and
methodology as fundamental to the Board's role and suggested that the Board be left an avenue to make appropriate adjust-
ments. Letter from Jeffrey S. Leavitt to Bruce Herring, Deputy City Manager (Apr. 29, 1996).
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objected to this approach because it committed future excess earnings to a particular use before
the SDCERS actuary determined they were not necessary for the soundness of the System.

Various changes were made to the Manager’ s Proposal subsequent to this date responsive
to Mr. Hamilton's stated concerns. These included a provision that only past excess earnings
would be used to offset the projected shortfall, as described in detail below. The Manager’s
proposal was also modified to respond to criticisms that it stripped the SDCERS Board of its
authority to approve proposed changes in actuarial assumptions. The fina version of MP1
contained the following language:

If the System’s actuary makes changes in actuarial assumptions or methodology
which are approved by the Board prior to July 1, 2007, any changes in the
employer contribution rate will adjust the PUC rate to be achieved through
extended incremental increases shown in [the table] above. If the phase-in would
require an extension past July 1, 2009 in order to achieve the full actuarial PUC
rate, the City-paid rate will be adjusted by the amount necessary to achieve full
phase-in by that date.

In practical terms, however, this provision did little to preserve the Board' s discretion to
implement changes in actuarial assumptions. Although it could indeed approve such changes
during the operation of the proposal, the effects would be postponed until FY 2008, then
restricted to increasing the City’s contribution to an additional 50 basis points a year for two
years. At the end of that two-year period, any changes in actuarial assumptions would be
incorporated into the City’s required contributions. Thus, the only practical effect of this
provision was that changes in actuarial assumptions would be factored into the calculation of the
Systems' funded ratio, potentially affecting the operation of the trigger mechanism.

Finally, the post-retirement healthcare issue was carved out from the matters upon which
fiduciary counsel would opine, to be addressed through an amendment to the City Charter.
Under this amendment, healthcare would be re-classified as a SDCERS benefit, but would be
funded from surplus earnings in amost the same manner as before, with the City remaining the
ultimate payer in any fiscal year that surplus earnings— generated that year or specifically
reserved from previous years— proved inadequate. This was, therefore, a largely cosmetic
change intended to satisfy certain requirements of the Interna Revenue Code with which the
System had apparently not been in compliance previoudly.
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On June 21, 1996, Mr. Hamilton provided a written opinion to SDCERS concluding that,
setting aside the issue of the healthcare benefit,*® the Board would be acting within the ambit of
its fiduciary discretion in approving Manager’s Proposal 1. The letter stated:

Provided that the City-paid rate in the Employer Contribution Rate Stabilization
Plan is not less than an amount substantially equal to that required of employees
for normal retirement alowances as certified by the actuary, the Board will be
acting within the discretion granted to the Board to administer the System and
discharging fiduciary duties set forth in Article XVI, Sec. 17 of the California
Constitution.'™

With respect to basing the City’s contributions to SDCERS on a contract rate rather than
an actuaria rate, his letter further opines. “[n]othing in this proposal changes the Board's
discretion to adjust the actuarial assumptions on which the System is based as needed in order to
insure the long-term funding integrity of the System.” Although this was literaly correct, any
such adjustments by the Board, as noted, would have no effect on the contributions actually paid
by the City until FY 2008. In answering a question from the Board on this point, Mr. Hamilton
stated that the limited duration of this departure from actuarially-determined contribution rates
was a critical factor in his determination that the Board would not be abusing its discretion in
agreeing to this provision of MP1.

The City’s own fiduciary counsel also weighed in with an opinion supporting the
proposal. Jeffrey Leavitt of Jones, Day, Reavis& Pogue wrote that he understood the
contribution relief provided to the City under the Manager’ s proposal to be “the quid pro quo for
the proposed benefit improvements.” "> He found this aspect of the proposal unobjectionable:

... from the Board’s point of view as a fiduciary, it should be reasonable for the
Board to consider making these funding-related changes as part of an overall
program of plan revisions which will be advantageous from the perspective of the
members.

Thus, in his view, it was appropriate for the Board to evaluate the proposal in its entirety,
including the range of potential benefits it offered to members of the System, and not merely its
effect on the System’s funded level. Indeed, this appears to have been the view taken by the
Board in approving MP1. But also implicit in its decision were assurances it received that the
proposal would not seriously undermine the System’ s funding status.

170 Mr. Hamilton told the Union-Tribune, “I am still troubled by the use of surplus moneys to pay for health care... I'm not

ready to blessthis.” LaVelle, supranote 133, at Al.

11| etter from Dwight Allan Hamilton to Laurence Grissom, at 3 (June 21, 1996).

172 | etter from Jeffrey S. Leavitt to Bruce Herring, Deputy City Manager (Apr. 29, 1996).

50



Board member John Casey asked fiduciary counsel to address what he saw as the conflict
of interest involved in voting upon a measure that would affect financially most members of the
SDCERS Board. As he stated in amemorandum to the Board:

All the ex officio and elected Board members would gain some financial benefit in
approving this action. This apparent conflict, in my opinion, is a real conflict.
For the record, | do not believe that any member voted for this proposal for
personal gain, rather it was inadvertent and due to the way the proposal was
presented. Nevertheless, the conflict is real >

This was an issue that should have received serious attention from the Board. From
interviews with individuals involved in this process, however, it appears that it was given little
consideration by any member of the Board other than Mr. Casey. The Board, however, did agree
to seek the opinion of fiduciary counsel on thisissue. Unfortunately, counsel provided minimal
anaysis. In a September 19, 1996 letter, Mr. Hamilton pointed out that the drafters of the
section of the City Charter that set the composition of the Board were aware that it would include
individuals who were also System members and therefore financially interested in the outcome
of certain Board decisions. He quoted the California Supreme Court’s Claypool decision for the
proposition, “where a trustee is named by a settlor who is aware of the potential conflicts of
interest in the appointment, removal on the ground of conflict of interest is ordinarily
unwarranted without an actual breach of trust.”*™ In his view, such a breach would occur only if
Board members actually allowed themselves to be influenced by considerations of personal gain
in actions they took as Board members.”

This analysis does not fully address the conflict of interest issues raised by the Manager’'s
proposal. MP1 provided an extensive package of benefits to System members— which included
amajority of the Board — made expressly contingent upon Board approval of a measure with the
potential to undermine the financial condition of SDCERS. Giving the Board veto power over a
major escalation in benefit levels raised the conflict of interest inherent in having beneficiaries of
atrust also act as trustees to a much higher level than could have been anticipated at the time the
structure of the Board was determined. This matter was not comparable to decisions the Board is
routinely called upon to make about investment strategies or actuarial assumptions. If such
decisions may affect future benefits received by Board members who are also SDCERS
members, the effects are typically indirect and speculative. The conflict of interest created by

1% Memorandum from John Casey to Fiduciary Counsel via Retirement Administrator, Re: Improper Board Function
(Negotiating) and Apparent Conflict of Interest (July 16, 1996).

174 Claypool, 4 Cal. App. 4th at 676-77. A similar analysis was provided to the Board by other fiduciary counsel in a somewhat
different context. Letter from Robert D. Klausner to Lawrence B. Grissom, Retirement Administrator, SDCERS (Jan. 7,
1998).

175 | etter from Dwight A. Hamilton, Hamilton and Faatz, and John A. Graham, Frandzel & Share, to Lawrence B. Grissom,
Retirement Administrator, SDCERS (Sept. 18, 1996).
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MP1, to the contrary, was substantial and fully realized. Mr. Casey was almost certainly correct
in concluding that no Board members supported the proposal as a means of increasing their own
benefits in retirement — those who supported the measure did so to promote the interests of the
constituencies they represented. But the ill-considered way the proposal was placed before the
Board created at |east the appearance of an erosion of fiduciary standards.

In addition, the agreement between management and labor that gave rise to MP1 was
negotiated on both sides by individuals who also sat on the SDCERS Board. Thus, they were
highly invested — personally and as representatives of either the City or its labor organizations —
in seeing the measure implemented. This factor arguably impeded the ability of those Board
members to view the measure purely from a standpoint of its benefits or detriments to
SDCERS.* In short, the SDCERS Board was placed in a role not contemplated in the City
Charter.

Left unaddressed in the record of the Board's deliberations was the potential conflict
between the “corridor funding” aspect of MP1 and the provision of the Municipal Code requiring
that the City contribute to SDCERS “a percentage of earnable compensation as determined by
the System’'s actuary pursuant to the actuarial evaluation required by [SDMC] Section
24.0901...."*"" It seems to have been the intention of the City to amend this provision to reflect
the adoption of MP1, but this was never done. In 2003, this and related issues became the
subject of a class action brought against the City and SDCERS that resulted in significant
changes to the negotiated approach to SDCERS' funding begun with MP1.1%®

1% The Board obtained an opinion letter from Florida attorney Robert Klausner as to whether a conflict of interest exists, in fact

or in appearance, when a Board member votes “on the approval of aproposal that he, as labor union president” was involved
in negotiating. On technical legal grounds involving the definition of “income,” he answered the question in the negative.
Letter from Robert D. Klausner to Lawrence Grissom (Jan. 7, 1998), supra. We do not express an opinion as to whether Mr.
Klausner correctly interpreted the relevant sections of the California Political Reform Act or SDCERS Board Rules, and
acknowledge that, under the structure created by the City Charter, SDCERS Board members who are also members of the
System cannot avoid voting on issues that will have at least some potential effect on their own benefits in retirement.
Nevertheless, we note that the authorities cited in Mr. Klausner's letter do not directly address the very unusual situation
created by MP1 or, for that matter, the specific question posed to him by Mr. Grissom.

" Former Municipal Code ch. 2, art. 4, div. 15, §24.0801. This code section was amended in 2002 to reflect the
implementation of Manager's Proposal 2, discussed in detail below. See also Charter, art. 1X, § 143, which requires
SDCERS Board approval of actuarial valuations before they become conclusive and final. This Charter provision has been
argued to grant the Board sufficient discretion to approve the departure from actuarially determined contribution rates
represented by MP1. Defendant San Diego City Employees Retirement System’s Memorandum of Points and Authorities
in Opposition to Plaintiffs Motion for Summary Adjudication, Gleason v. San Diego City Employees’ Retirement System
(San Diego County Super. Ct.) (No. GIC 803779).

178 Gleason. v. San Diego City Employees’ Retirement System, No. GIC 803779, discussed below.
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C. The intended application of surplus earnings to the contribution shortfall created
by Manager’s Proposal 1

A significant aspect of MPL, as it later affected the City’s public disclosure, was the
attempt by the City and SDCERS to route surplus earnings through reserve accounts to offset the
funding shortfall created by that measure’'s combination of increased benefits and reduced
employer contributions. Initially, the City Manager proposed that 50% of SDCERS' surplus
earnings be alocated every year to the Earnings Stabilization Reserve, the account to which
$10.7 million from FY 1994 surplus had previously been transferred. These funds would be
applied to offset the funding shortfall over the applicable period.*” In response to a question
from a Board member, SDCERS' head administrator explained this mechanism:

Mr. Grissom responded that once all has been paid as required by the Municipal
Code, the remainder is considered to be surplus earnings. Asit now stands, 100%
of surplus earnings is put back into the employer contribution reserve for the sole
purpose of reducing the System’s unfunded liability. What this plan visualizes is
that 50% of that surplus would be put in the stabilization reserve, while the other
50% would be put into the employer’s contribution reserve. As a means to make
this rebalancing possible, money would be taken from the stabilization reserve
and put back into the employer contribution reserve.*®

In application, however, this approach would have had no practical effect on SDCERS
funding. Whenever surplus earnings are diverted to a reserve held outside System assets, the
result is a dollar-for-dollar reduction to the Employer Contribution Reserve (which receives all
amounts not allocated to other uses). Under this proposal, surplus earnings placed in the Earn-
ings Stabilization Reserve would be bled annually into the Employer Contribution Reserve in
amounts equal to the contribution shortfall. Upon the exhaustion of the Earnings Stabilization
Reserve, the balance of the Employer Contribution Reserve would be essentialy the same as if
there had there been no intervening transfers.®" In no sense would this process compensate the
System for the contribution shortfalls contemplated in MP1.

As mentioned, this approach drew criticism from fiduciary counsel Dwight Hamilton. He
objected that it committed surplus earnings to a use other than the payment of basic pension
benefits in advance of a determination by the System actuary that these funds were not necessary
for the financial soundness of the System. In this, he followed former fiduciary counsel

179 «“Concept Overview,” included in Minutes of SDCERS Special Board Meeting (May 2, 1996).
180 Minutes of SDCERS Board Workshop, at 11 (June 11, 1996).

181 Some disparity would result from the fact that funds held in the Earnings Stabilization Reserve, unlike those in the Employer
Contribution Reserve, would not be credited with interest. Thus, to the extent these funds represent amounts that would
otherwise have gone into the Employer Contribution Reserve, their withdrawal from System assets may act to free up
surplus earnings to go for contingent benefits that are funded only after the required interest payments to the basic reserves
are made.
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Morrison & Foerster. Like Morrison & Foerster, however, Mr. Hamilton did not question
whether the concept of surplus earningsis fundamentally at odds with sound actuarial practice.

In part to address the concerns raised by Mr. Hamilton, a different approach was adopted
to achieve the intended result. Rather than fund the shortfall from previous and future years
surplus earnings, the shortfall would be funded entirely from earnings accumulated to that date.
The $10.7 million in FY 1994 excess earnings held in the Earnings Stabilization Reserve™

would be supplemented with FY 1995 and FY 1996 surplus earnings as follows:

Earnings Stabilization $ 10,769,620
Reserve

FY 1995 surplus earnings $ 38,813,314
FY 1996 surplus earnings $ 85,472,254
TOTAL $ 135,056,188

The total balance of $135 million would then be transferred to the Employer Contribution
Reserve — $106 million (over the operative period of MP1) to offset the projected cost of the
contribution relief included in the proposal, and the remaining $28.4 million to “reduce the
System’s normal unfunded liability.” Mr. Hamilton approved this approach because it looked
only to funds determined to be “actuarialy available.” SDCERS Board minutes reflect that:
“[h]e stated... that he believes that this method of transferring the surplus on a one-time basis for
crediting it to the contribution reserve is a proper action.”*®

There is indeed nothing improper about applying surplus earnings to reduce System
under-funding. This is precisely the application contemplated by the Municipal Code and the
necessary basis for an actuarialy sound system. The error in this approach lies in the mistaken
idea that assigning previously unallocated surplus earnings to the Employer Contribution
Reserve could effectively offset the contributions lost as a result of Manager’s Proposal 1. Much
like the idea, previously considered and discarded, that the shortfall could be erased by allocating
surplus earnings into an account held outside System assets, then, over time, transferring them
back again, this approach accomplished nothing of practical value. Running previously
“unallocated” excess earnings through a special reserve account before booking them into the
same “inside” account to which they otherwise would have gone directly does not affect System

182 These are the same funds that fiduciary counsel had previously opined could not be used to provide contribution relief to the
City because they derived from a year in which the System suffered an actuaria loss. As it happened, these funds were
simply transferred back into System assetsin FY 1997, an unobjectionable result.

18 Minutes of SDCERS Board Meeting (June 21, 1996) , at 17. See also Letter from Dwight Alan Hamilton and John A.
Graham, supra note 175.
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funding levels or employer contribution rates. It resolves itself into accounting entries that
ultimately cancel out.'®*

The approach outlined in MP1 was, in fact, never followed. The Earnings Stabilization
Reserve — containing $10.7 million in FY 1994 surplus earnings — was closed into the Employer
Contribution Reserve at June 30, 1996, rather than being applied as described in the Manager’s
proposal. According to SDCERS administrator Lawrence Grissom this was done because the
Board found that its lacked authority under the Municipal Code to use the funds as proposed.’*®

The attempt to use FY 1995 and 1996 surplus earnings to provide contribution relief to
the City also proved futile. In FY 1996, $144.3 million was taken from FY 1995 and 1996
surplus earnings and placed in a “Proposed Retirement Changes Reserve,” in anticipation of the
implementation of MP1. In FY 1997, $82.5 million of this amount was credited to a Reserve for
Retirement Changes (City)” and $4.3 million to a “Reserve for Retirement Changes (Port
District).” Another $3.5 million from the Proposed Retirement Changes Reserve was transferred
to a newly created 13" Check Reserve, to provide a back-up source of payment for the benefit
arising from the Andrews litigation. The remaining balance of approximately $53.6 million was
folded into the Employer Contribution Reserve, where it would have gone initially had it not
been diverted into the Proposed Retirement Changes Reserve®® This amount appears to
correspond to the portion of the Proposed Retirement Changes Reserve derived from FY 1995
€xcess earnings.

This $87 million in the City and Port Reserves for Retirement Changes, the only funds
purportedly dedicated to offset the funding shortfall created by MP1, was then left dormant, with
no crediting of interest or additional allocations from earnings, and no withdrawals to “fund” the
contribution shortfall in the years following the adoption of the Manager's proposal. As
mentioned, because these funds were held inside SDCERS assets, their alocation into designated
accounts had minimal effect on the System’s funding ratio. According to Mr. Grissom, nothing
was done with these reserves because, again, SDCERS found it had no authority under the
Municipal Code to dispense them for their designated purpose and, in addition, because he and
others concluded that shifting funds from one inside account to another accomplished no more
than moving “money from the left pocket to the right.”

18 This approach does have one small practical effect. It reduces temporarily the balance in the Employer Contribution

Reserve and, hence, the amount of interest allocated annually to that account for purposes of caculating the amount of
earnings available to pay contingent benefits. A moreindirect effect, perhaps contemplated by City representatives, was that
shelving excess earningsin this way effectively puts them off the table to fund additional benefits.

18 See also Minutes of SDCERS Special Board Meeting, at 7-8 (May 29, 2002) (remarks of Mr. Blum).
18 Municipal Code ch. 2, art. 4, div. 15, § 24.1502.
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Eventually, the City Auditor’s Office also questioned the utility of these two reserves. In
notes from a meeting with Mr. Grissom that appears to have occurred in early 2001, Deputy City
Auditor Terri Webster wrote: “[t]he reserves of $86.8 set up to prevent a [sic] NPO. Sounds
good in CAFR. That's al.” According to her statements to Vinson & Elkins, she had been
asked by City Auditor Ed Ryan to figure out SDCERS complicated system of reserves; they
concluded, as did SDCERS administration, that several served no practical purpose. In FY 2003,
as part of a general effort to simplify the SDCERS balance sheet, these reserves were dropped
into the Employer Contribution Reserve.

Another reserve created as a result of Manager’s Proposal 1 and later dosed as useless
was the “Net Pension Obligation Reserve.” Unlike the reserves described above, the “NPO
Reserve’ was held outside system assets. Each year from FY 1997 through FY 2002, as the
name implies, the NPO Reserve was credited with an amount corresponding to the difference
between the ARC and the amount actually paid by the City pursuant to the Manager’s proposal.
City and SDCERS employees indicate that this reserve was established as a result of a misunder-
standing of GASB requirements. It was incorrectly thought that SDCERS was required to
reserve for the amount of the NPO. When in FY 2003 it was determined that SDCERS was
merely required to calculate and disclose this amount, the NPO Reserve was, like the other
reserves discussed above, folded into the Employer Contribution Reserve.®” The balance at that
time was $ 39.2 million. Its transfer from outside to inside System assets reduced the System’s
under-funding by the same amount.

This trail of accounting entries was eventually concluded through the allocation of
SDCERS surplus earnings from three fiscal years into basic system assets, as would have
occurred in earlier years had none of this activity taken place. This wasted effort, which, as
described below, had a distorting effect on the City’s public disclosure, appears to have been the
result of simple confusion about the nature of surplus earnings and actuarial liabilities. When
faced with the projected funding shortfall from MP1, City and SDCERS officials looked to the
substantial build-up of System earnings that had occurred over the previous three years and
asked if that surplus, which could have been used to fund new benefits or for other purposes,
could somehow be applied instead to offset the projected shortfalls. Although intuitively appeal -
ing, this concept does not square with applicable accounting principles because it confuses two
separate accounting methodologies, designed for wholly different purposes. “Surplus earnings’
is a cash-basis calculation required by the San Diego Municipal Code for the sole purpose of
determining if certain contingent benefits can be paid in a particular year. The City’s Net
Pension Obligation, on the other hand, is a balance sheet item required to be recognized and
reported under GASB standards. A temporary “asset” for purposes of the Waterfall provision of
the Municipal Code simply cannot be applied to offset a GASB liability.

187 Minutes of SDCERS Special Board Meeting, at 22 (May 29, 2002) (remarks of Mr. Grissom).
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D. Modifications to the post-retirement healthcare benefit under Manager’ s Proposal
1

The City Charter was amended in November 1996 so that post-retirement health
insurance became a SDCERS benefit, funded, in the first instance, from the System’s excess
earnings. This was the final requirement before MP1 could be implemented. Although this
endorsement by City voters may have satisfied concerns raised by SDCERS' fiduciary counsel, it
did nothing to reduce the potential for thisincreasingly costly benefit to undermine the System’s
funded status through the depletion of its earnings, and to create a major liability for the City
when SDCERS' earnings could no longer support the cost of premiums.

The reclassification of post-retirement heathcare insurance as a SDCERS benefit
required the approva of the electorate. Proposition D, placed on the November 1996 ballot,
provided that:

Rather than paying for health insurance benefits to retired City employees directly
from the City’s operating funds, as is the current practice ... San Diego City
Charter Section 171 [shall] be amended to authorize the City Council to provide
these benefits through the San Diego City Retirement System.

It passed easily, perhaps from the mistaken belief that this initiative would result in cost
savings to the City. City Manager Jack McGrory promoted it as “a good thing because it relieves
from our operating budgets the obligation to pay approximately $6 million a year for heath
benefits for retirees.”*® In fact, the City had never paid retiree healthcare premiums out of its
operating funds, although, should Proposition D not have passed, it could no longer have ignored
the failure of its existing funding method to comply with IRS regulations and might have been
forced to begin doing so.

Yet the pitfalls inherent in using SDCERS earnings to fund a potentialy expensive
benefit did not escape notice. The San Diego Union-Tribune reported:

Proposition D promises a warm and fuzzy result — better health-benefit security
for city workers— but critics say it’'s as dangerous as an iceberg, with most of its
menace lurking beneath the surface... Under a proposal put forth by McGrory, the
city would reduce its contributions to the system, forcing the system to make up
the difference by relying on reserves. The City would use the freed-up money to
cover operating budget shortfalls.*®

18 philip J. LaVelle, Shift in Health Benefit Sought, San Diego Union-Tribune, Oct. 18, 1996, at B4.

189 Id
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The article noted that critics of the Manager’s proposal (which was contingent upon the passage
of Proposition D) doubted the City would, in fact, ramp up to the required contribution level, and
suggested that the measure—by failing to directly address the long-term cost of benefit
improvements — was creating a dangerous precedent.® In reporting the subsequent passage of
Proposition D, the same journalist wrote:

McGrory has touted the proposed changes to the retirement System as important
to the city’ sfiscal health. He noted that City Hall has had to pay more because of
spiraling health-care costs and changing public-employee demographics,
including the fact that city workers stay on the job longer than in previous years,
boosting benefit costs to new levels. Proponents of Proposition D said the move
will add stability to the public-employee insurance system. Critics said it
threatens the fiscal strength of the retirement system and could lead it into trouble
if the economy slides into a prolonged bear market.***

To implement the approach to the healthcare benefit included in MP1, SDCERS and the
City set up the system that remainsin place today. First, a separate trust account was established
within SDCERS. Into this account, the City pays the estimated cost of the retiree insurance
premiums for each fiscal year (plus any additions to reserves). All premiums are then paid from
thisaccount. An identical amount is transferred from the System’s surplus earnings to the City’s
obligation to the basic pension benefit, allowing the City to recover the cost of the health
insurance premiums while avoiding the direct contamination of a non-pension benefit
(healthcare) with earnings from pension fund assets. The mechanics are as follows:

1 By May 31 of each year, SDCERS administration notifies the City Auditor and
Comptroller of the estimated cost of health insurance premiums for the coming year and
whatever additional amounts are to be allocated to fund the health insurance reserve, subject to
Internal Revenue Code limitations.'¥ SDCERS administration aso certifies that surplus
earnings for the year will be adequate to cover the amount to be reserved.

2. On July 1, the Auditor and Comptroller transfers to SDCERS the annual employer
contribution, less the amount specified above, which is transferred into the heath insurance
reserve.

3. After the completion of the outside auditor’'s annual Report of Changes in
Undistributed Earnings, SDCERS transfers an amount from surplus earnings into the Employer

10 1d. (quoting statements from Jack Katz and Ray Blair).
191 philip J. LaVelle, Proposition D: Easy victory a green light to savings, San Diego Union-Tribune, Nov. 6, 1996, at B3.

192 The amount that can be contributed for this benefit cannot exceed a certain percentage of the employer’s overall contribution
to the retirement system, unless a different type of trust arrangement is established.
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Contribution Reserve equal to that previously contributed by the City to the health insurance
reserve.

These “wash transactions,” constructed to satisfy requirements of the Internal Revenue
Code,"* result in a net City contribution to SDCERS that equals the basic pension benefit, with
no additional amounts contributed to fund the healthcare benefit. Thus, the full cost of this
benefit continues to be borne by earnings from the System’ s assets.

During FY 1997, when this approach was implemented, the cost of the insurance
premiums was approximately $5 million, where it remained for several years. More recently,
however, the cost of heathcare increased at a substantially greater rate than inflation and it has
now become a more significant expense to the retirement system. From FY 2000 through FY
2004, the annual costs of retiree health insurance premiums were:

FY 2000 FY 2001 FY 2002 FY 2003 FY 2004 (estimated)
$5,332,000 $7,208,000 $8,882,000 $11,450,200 $13,000,000

It is likely that the cost of healthcare premiums for City retirees will continue to increase
at a comparable rate for some years. This suggests that this benefit, if it remains funded (albeit
indirectly) from System assets, will eventually absorb all of the System’'s surplus earnings,
additionally impeding the ability of SDCERS to overcome its present under-funded status.

A projected liability for retiree healthcare was not then— and is not now — disclosed by
the City in any of its public documents. Unlike the situation in the private sector, governmental
entities are not required to actuarially fund, or even disclose, their estimated liabilities for
healthcare or other non-pension benefits provided to retirees. This situation is changing — the
GASB is in the process of bringing governmental entities more in line with private sector
employers on this issue.’® The City’s position during the relevant period, however, was
described in a December 10, 2003 e-mail exchange between Deputy City Auditor Terri Webster
and City disclosure counsel. She stated that “[n]either the SDCERS trust fund nor the City has

198 This approach was approved by SDCERS' tax advisors. Letter from Robert Blum, William M. Mercer, Inc., to Lawrence
Grissom, Retirement Administrator, SDCERS, Re: Contributions to 401(h) Account (Mar. 13, 2000). We do not suggest
that the present method of funding the retiree healthcare benefit offends applicable IRS regulations. We note, however, that
the language of the August 22, 1995, letter from Morrison & Foerster appears to raise concerns about the use of surplus
earnings to pay non-pension benefits that go beyond the technical segregation of funding sources implemented by the City
and SDCERS.

19 See GASB Satement No. 45 (“Accounting and Financial Reporting by Employers for Postempl oyment Benefits Other Than

Pensions”), which addresses how state and local governments should account for and report costs and obligations related to
post-employment healthcare and other non-pension benefits. The statement, which becomes effective for San Diego in FY
2008, “generally requires that state and local governmental employers account for and report the annual cost of such non-
pension benefits and related obligations in essentially the same manner as they currently do for pensions.” Thus, they must
accrue for the actuarially determined costs of the benefits.
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hired an actuary to do an actuarial valuation of retiree health,”**® but will follow any GASB
requirements to calculate and disclose what everyone knows “will be a big number” when those
requirements are finally implemented.'*

It appears, however, that the SDCERS actuary and the City Auditor’s Office considered,
at least briefly, whether recognition should be given to this liability. In a 1998 letter to Michael
Phillips, the accountant in charge of the SDCERS funds for the City Auditor’s Office, the
SDCERS actuary noted:

All these numbers presuppose that 1996-97 is the first year in which the
calculated actuarial contribution is greater than the actual contribution. Y ou made
an excellent point a year ago that this may not be the case. This issue may go
back close to a decade after the use of “bifurcated” rates was implemented. The
case could be made that the City has a Net Pension obligation.™”

In interviews with Vinson & Elkins, neither Mr. Phillips nor Mr. Roeder had a specific
recollection of this correspondence or the discussions to which it referred. The thought,
however, appears to be that the offset the City received to its contributions to the pension system
for its hedthcare payments should have been treated as a failure to pay the full actuarialy
required rate. It is our understanding that the City is presently considering recognizing an
increase to its NPO reflecting its reliance on SDCERS earnings to pay retiree health insurance
benefits. This change to its reporting practices had been suggested by KPMG in connection with
its audit of the City’s 2003 financial statements, but would go only to the cost of healthcare
premiums from FY 1998 forward, reflecting the effective date of GASB 27.

Also affecting funding for the healthcare benefits has been SDCERS' creation of reserves
to provide a cushion for the payment of premiums in years of insufficient surplus earnings. In
1997, the SDCERS Board contributed $7 million from FY 1996 surplus earnings to a “Retiree
Healthcare Reserve,” established under Section 401(h) of the Internal Revenue Code. This
reserve account is the vehicle presently used for the payment of all health insurance premiums,
as described above. Every year until recently, allocations to this reserve have exceeded the costs
of premiums, resulting in a reserve balance at June 30, 2003, of $20,740,269. Primarily because
of recent investment losses, however, that reserve is presently being depleted and may soon be

1% |n an interview with Vinson & Elkins, Ms. Webster stated that she was not aware of the Buck Consulting report before we

brought it to her attention. It appears that the report received little dissemination or attention, although its estimate of the
healthcare liability is mentioned in a 1993 letter from the City Attorney’s Office to SDCERS. Letter from Loraine L.
Etherington to Lawrence Grissom, Retirement Administrator, SDCERS (July 7, 1993).

1% E-mail from Terri Webster to Paul Webber, Orrick Harrington (Dec. 10, 2003).
197 | etter from Rick Roeder to Mike Phillips, City of San Diego (Feb. 12, 1998).
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exhausted.’® At such time, the City will be responsible for funding retiree healthcare benefits to
the extent they are not covered by new surplus earnings.

This reserve is maintained outside SDCERS assets and is not “counted” for actuarial
purposes. Therefore, transfers into this reserve from sources that otherwise would go into
System assets increase SDCERS' under-funding by the same amount. This reduction to System
assets, which would otherwise be credited with interest at the actuarial rate in future years,
increases the funds available to pay contingent benefits by the amount of that foregone interest.
The result may be the further shifting of earnings from accounts that support the actuarial
soundness of the System to the payment of contingent benefits.

Of more importance, the Municipal Code specifies that the City is the payer of last resort
for the retiree health insurance benefit. The Retiree Healthcare Reserve provides an intervening
source of payment when surplus earnings prove inadequate to protect the City from being
required to discharge this responsibility. Thus, the creation and funding of this reserve acts to
reduce the overall contribution of the City to SDCERS. From discussions with SDCERS staff,
however, we conclude that SDCERS has committed System assets to this use primarily out of
concern that, in the event of a surplus earnings shortfall, the City may fail to promptly fund the
healthcare benefit when called upon to do so, resulting in a lapse in insurance coverage for
retirees.

E. The impact of Manager’s Proposal 1 on the retirement system

In retrospect, the faults of MP1 are readily apparent. First, the manner of its adoption
compromised the independence of the SDCERS Board, involving it, however reluctantly, in the
benefit-granting process reserved by City Charter to the Council. Thisissue re-emerged in 2002,
when the Board was requested to amend the agreement, again in the context of a contingent grant
of benefits.

Second, the “corridor funding” provision of MP1 — which freed the City for a period of
years from contributing at actuarially determined rates— altered and reduced the role of the
SDCERS actuary and, indeed, the Board itself from that provided by the City Charter. The
Board’s ability to adjust the City's contributions as necessary to reflect changes in actuarial
assumptions and investment experience was at least temporarily obviated, subject to certain
limitations that now appear inadequate. 1n short, the Board contracted away an important aspect
of its authority with detrimental results. That it obtained the approval of its actuary and fiduciary

1% The Board has voted to establish a new reserve under Section 115 of the Internal Revenue Code, funded with $25 million to
be transferred (indirectly) from surplus earnings, to support the healthcare benefit See Minutes of SDCERS Specia Board
Meeting, at 2 (May 29, 2002) (remarks of Mr. Grissom); Minutes of SDCERS Board Meseting, at 4 and 8 (July 11, 2002)
(remarks of Mr. Roeder, Mr. Grissom and Mr. Crow). It appears, however, that this action has been placed on hold pending
resolution of inquiriesinto the System’s funding status.
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counsel for this decision reflects the Board's intention to discharge its fiduciary duties, and the
willingness of those professionals to support the measure may be attributable to the difficulty in
foreseeing the potential risks inherent in its highly complicated provisions. Nevertheless, this
measure represented a risky departure from convention and should have been approached with
greater caution.

The City, too, failed to appreciate the risks created by MP1. Most significantly, the
measure's payment schedule, which raised the possibility of a significant funding shortfall,
coupled with its trigger mechanism created a risk that the City would face a substantial balloon
payment should the System experience significant investment or actuarial losses. Under normal
practice, such reversals are factored into the System’s unfunded liability (UAAL) and the impact
on employer contribution rates is mediated by the amortization mechanism used to address such
changes in liability. Under MP1, however, any deterioration in SODCERS' funded status would
not result in additional City contributions until the 82.3% floor was breached. Given the one-
year lag between such an event and the resulting adjustment to the City’s contribution rate,
negative momentum in investment experience could cause the SDCERS funded level to fall well
below 82.3% before any responsive action occurred. If the trigger mechanism is read as written,
rather than as various participants in its creation state it was meant to be written, this created the
possibility of immediate and massive liability to the City. As became apparent in 2002, this was
more than a theoretical possibility.

In addition, MP1 compromised a significant restraint on the City’s fiscal policies. the
check on the City’'s ability to make concessions to politically powerful municipal unions that
comes from having to find immediate room in the budget to fund those concessions. Under the
first Manager’ s proposal, pension and post-retirement healthcare benefits could be provided at no
immediate cost to the City's General Fund. As SDCERS administrator Lawrence Grissom
opined in an interview with Vinson & Elkins, this may have contributed to alack of disciplinein
the labor negotiation process, which resulted in the elevation of benefit levels beyond the fiscally
manageable level.

F. The City’ s public disclosure concerning Manager’ s Proposal 1

The City made no disclosure, in its annual reports or its offering documents, of the
changes to its retirement system resulting from MPL until its 1998 CAFR. The City’s 1997
CAFR described the funding of the City’s pension obligations as follows:

‘SDCERS' funding policy provides for periodic employer contributions at
actuarially determined rates that, expressed as percentages of annual covered
payroll, are designed to accumulate sufficient assets to pay benefits when due.
The normal cost and actuarial accrued liability are determined using the projected
unit credit actuarial funding method. Unfunded actuarial accrued liabilities are
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being amortized as a level percent of payroll over a period of 30 years (25 years
remaining).... The City and the District contribute a portion of the employees
share and the remaining amount necessary to fund the system based on an
actuarial valuation at the end of the preceding year under the projected unit credit
method of actuarial valuation... (emphasis supplied).

Thus, not only did the relevant section of the 1997 CAFR fail to mention the significant
changes to the funding policy resulting from MP1, it described that policy in terms that were
inaccurate for that fiscal year. Specifically, that year the City had ceased contributing to
SDCERS on an actuarially determined basis, having substituted the agreed-to rates of MP1.'%*
This had resulted in a net pension obligation for that fiscal year of $5.975 million. But Note 9 to
the financial statements in the City’s 1997 CAFR states, “[t]here is no Net Pension Obligation at
year end as Actuarially Required Contributions and Contributions Made have always been
identical during [fiscal years 1995 through 1997].”®

The footnotes to the City’'s financial statements throughout the relevant period were
drafted primarily by the City’s outside auditing firm, Calderon, Jaham and Osborn (“CJO”).
Under Generaly Accepted Governmental Auditing Standards (*GAGAS”), it is permissible,
within certain bounds, for outside auditors to perform this function.®* It is important to note,
however, that the financia statements, including all footnotes, constitute representations of the
City. Although GAGAS permits the involvement in the outside auditors in the drafting process,
the City cannot delegate responsibility for the accuracy of its financial statements to anyone,
including its outside auditors.?%

In an interview with Vinson & Elkins, Thomas Saiz, the CJO partner in charge of that
audit, explained that it was not until fiscal year 1998 that the existence of a net pension
obligation, as well as various other information about the City’s retirement system, were required
to be disclosed under accounting standards applicable to governmental employers. It is correct
that GASB Statement of Standards No. 27, “Accounting for Pensions by State and Local

1% Moreover, up until August 2003, Appendix A to the City’s Official Statements failed to disclose the effects of MP1, stating
instead: “State legidation requires the City to contribute to SDCERS at rates determined by actuarial valuation.”

20 The 1998 CAFR, however, accurately disclosed an NPO of $5.975 million for the period ending June 30, 1997.

21 See U.S. General Accounting Office, Government Auditing Standards, 1 3.16(f) (July 1999); U.S. General Accounting
Office, Government Auditing Standards: Amendment No.3, Independence, GAO-02-388G (Jan. 2002); U.S. Generd
Accounting Office, Government Auditing Sandards: Answers to Independence Standard Questions, GAO-02-870G (July
2002); U.S. Genera Accounting Office, Government Auditing Standards (2003 Revision), 1 3.18(a), GAO-03-673G (June
2003). Under Regulation S-X (applicable only to public companies), however, this would constitute a clear violation of
auditor independence standards. See Regulation S-X, Item 2-01(4)(i) and (vi). This is one of many areas where the
standards applicable to governmental entities and related professionals are considerably more lenient that those that apply
under SEC regulations.

22 The City Auditor’s Office does not dispute this principle and, indeed, in responding to the discovery of numerous errors in

the footnotes to the City’s FY 2002 financial statements, determined that the City would no longer rely on its outside auditors
to prepare the initial draft of the City’s financial statement footnotes.
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Governmental Employers’ (“GASB No. 277), is mandatory for financial statement periods
beginning after June 15, 1997, but the Independent Auditors Report of CJO in the City's 1997
CAFR stated that the City had adopted GASB No. 27 as of July 1, 1996.2% Therefore, the City
was required to adhere to the requirements of GASB No. 27 for its fiscal year ended June 30,
1997.%

In fact, the City tried but failed to properly comply with the requirement of GASB 27 that
it disclose its NPO for the previous three years. Its disclosure on this point included the
inaccurate statement that it had no NPO for FY 1997. Closely related to this misstatement was
the misleading nature of the description of the amortization of the City’s long-term liability to
the retirement system (the UAAL). Although the City did, in fact, use a closed 30-year period to
calculate the component of its annual contribution to SDCERS reflecting the UAAL
amortization, it used a different and longer period for calculating UAAL for reporting purposes.

As mentioned above, in a February 1998 letter to the accountant in the City Auditor’s
Office in charge of the SDCERS accounts, actuary Rick Roeder stated that he had calculated the
ARC for fiscal year 1997, the first year in which the Manager’ s proposal was in effect, and found
that the City’s contribution fell short of the ARC by $7,283,516. Rather than merely convey this
information, however, Mr. Roeder also suggested how that number could be reduced within the
ambit of accepted actuarial practice:

One reasonable hope is that assumptions could be changed to reduce or eliminate
the shortfall. However, question 25 (enclosed) of the Implementation Guide [for
GASB 25, 26 and 27] indicates that all assumptions and methods used for funding
should also be used for expensing.

The problem may be able to be dightly eased, based on a conversation that we
had with the GASB’s pension representative last week. We had wondered if the
City’s current funding method[,] which we had dubbed the “Corridor method[,]
could be added to the six approved methods. While they were unwilling to say yes
at this point, they did give insight. They indicated that if a method did not fit into
one of the six approved methods, that one of the acceptable methods could be
used. So... we could compare the actual contributions made against the
acceptable method which produces the least contribution. We believe that this

23 City of San Diego Comprehensive Annual Financial Report for the Fiscal Year Ended June 30, 1997, Independent Auditors
Report, and Notes 2 and 21 to the financial statements therein.

24 1 addition, even if the City had not adopted GASB 27, GASB Statement of Standards No 5, "Disclosure of Pension

Information by Public Employee Retirement Systems and State and Local Governmental Employers' ("GASB No. 5"),
which was in effect for San Diego’s fiscal year 1997, required disclosure of information necessary to determine whether
employers were making actuarially required contributions. As noted, the City was not. GASB No. 5 aso required foot note
disclosure of "[elmployer and employee obligations to contribute and the authority under which those obligations are
established." At that point, an agreement between the City and SDCERS had altered the City’s contribution obligations, but
this was not disclosed in the 1997 CAFR.
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method would be Projected Unit Credit with 40-year amortization on a level-
percent-of-payroll basis.

Under this basis, the norma cost would be unchanged... but the unfunded
liability amortization would be lowered to $4,857,243 from $6,164,770. This
would reduce the ARC to $34,036,492 and the resulting shortfall to $5,975,989.2%

Mr. Roeder was correct that GASB rules permitted, at that time, the 40-year amortization

of UAAL for expensing purposes®® Nevertheless, the City’s statements concerning its UAAL
amortization, contained in the footnotes to its annual financial statements from FY 1997 through
2002, misleadingly provided a different period (30 years) than the period actually used for
reporting purposes (40 years).

The following year, the City affirmatively addressed the changes wrought by MP1.2%

The pension footnote in the 1998 CAFR, in language carried forward into many later disclosure
documents, stated:

In 1996 the City Council approved proposed changes to the [SDCERS], which
included changes to retiree health insurance, plan benefits, employer contribution
rates and system reserves. The proposal included a provision to assure the
funding level of the system would not drop below a level the Board's actuary
deems reasonable in order to protect the financial integrity of the SDCERS. A
citizen required vote on the changes related to retiree heath insurance passed
overwhelmingly in 1996. In 1997 the active members of the SDCERS voted and
approved the changes. Portions of the proposal requiring SDCERS Board
approval (employer rates and reserves) were approved after review and approval
by its independent fiduciary counsel and consultation with the actuary. The San
Diego Municipal Code was then amended to reflect the changes. The changes
provide the employer contribution rates be ‘ramped up’ to the actuarially
recommended rate in .50 percent increments over a ten year period. At such time
it was projected that the Projected Unit Credit (PUC) and Entry Age Normal
(EAN) rates would be equal and the SDCERS would convert to EAN. The
actuary calculated the present value of the difference between the employer
contribution rate and actuarial rates over the ten-year period and this amount was

205

206

207

Letter from Rick Roeder to Mike Phillips, Office of the City Auditor (Feb. 12, 1998). Thiswas, in fact, the figure reported
by the City (ayear late) for its FY 1997 NPO.

GASB 27, 110.f. This provision specified a maximum of 30 years, subject to an additional 10-year grace period applicable
to San Diego’ s situation.

SDCERS did not disclose information concerning MP1 until the following year, when its FY 1999 CAFR included
information about the City’s scheduled payments. That disclosure inaccurately stated that the MP1 rates would “remain in
place unless the City of San Diego’s [sic] funded ratio falls below 82.3% or there are insufficient monies in Surplus
Undistributed Earnings to cover the shortfall between the City-Paid Rate and the actuarially computed rate.” San Diego
City Employees Retirement System, Comprehensive Annual Financial Report for the Fiscal Year Ended June 30, 1999, at
31 (emphasis supplied). From its FY 2000 CAFR forward, however, SDCERS' disclosure about MP1 was generaly
superior to that provided by the City.
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funded in areserve. This ‘Corridor’ funding method is unique to the SDCERS
and therefore is not one of the six funding methods formally sanctioned by the
[GASB] for expending purposes. As aresult for June 30, 1998, the actuary rates
are reported to be $5,975,0000 more than paid by the City which, technically per
GASB 27, effective for periods beginning after June 15, 1997, is to be reported as
a[NPQ] even though the shortfall is funded in areserve. The actuary believes the
Corridor funding method is an excellent method for the City and that it will be
superior to the PUC funding method. The actuary is in the process of requesting
the GASB to adopt the Corridor funding method as an approved expending
method, which would then eliminate any reported NPO.

This disclosure was drafted by CJO, in consultation with the SDCERS actuary and the
City Auditor’s Office. On the most general level, it fails to describe Manager’s Proposal 1 for
what it was—a form of contribution relief obtained by the City in exchange for various benefit
enhancements, the cost of which would not be reflected in the City’s contribution rates for many
years. Thereis also no disclosure that the System’s earnings were being committed to a variety
of uses not associated with supporting its long-term financial strength. The reader can glean that
a funding shortfall is an expected result of this agreement, but there is no disclosure that it isin
excess of $100 million over aten-year period. Further, there is no discussion of the factors that
could cause the actuary’ s projections to be inaccurate and the implications for the soundness of
the system should that prove the case.

The projected shortfall is dismissed as a technical accounting matter with no practical
significance because it is purportedly “funded in areserve.” As described above, however, this
reserve merely reflected that the System had surplus earnings from previous years, not, as this
language suggests, that there were assets outside the system dedicated to supplementing the
City’s contributions.®® The NPO reflecting the funding shortfall for fiscal year 1998 is similarly
described as an accounting technicality, likely to disappear once GASB recognized the utility of
the “corridor funding method.” It was indeed the case that the SDCERS actuary had made such
an application to GASB, but there was no reason at that time to assume it would be successful —
as we now know it was not. Also, the NPO balance at June 30, 1998 is incorrectly stated in this
footnote as $5.975 million. That was the NPO balance for the previous fiscal year. By June 30,
1998, as disclosed elsewhere in the 1998 CAFR, the balance was approximately $16 million.?*

28 The existence of this surplus, however, was not meaningless. The shortfall caused by underfunding a pension system is
compounded over time because, “[w]hen monies are contributed later than expected, reduced earnings result—thus creating
ashortfall.” Board of Administration v. Wilson, 52 Cal. App. 4" at 1140. Had events worked out as optimistically projected
at the time of MPL, earnings derived from the substantial surplus that existed at June 30, 1996 could have effectively offset
the loss of earnings caused by MP1's contribution relief. Put differently, the System was ahead of the game in 1996 and,
had it continued to operate at no less than break-even in relation to its actuarial liabilities, the excess could have been
extracted without a decline in long-term funding objectives. Faltering investment returns and increasing benefit levels
dashed this hope, as described below.

29 That the correct figure is readily ascertainable by reading further in the same footnote suggests that this was simply an error,
resulting from a failure by the City’' s accounting staff and its outside auditor to thoroughly review the footnote disclosure.
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The trigger provision is described in a way that would lead the reader to conclude it
represented a valuable new safeguard implemented at the actuary’s request. In fact, it was an
attempt to limit the additional risks to the System’s fiscal soundness resulting from MP1. Nor is
there any disclosure that, in the event of substantial market losses, the trigger provision could
result in an enormous lump-sum payment from the City to SDCERS or, under the competing
interpretation, an abrupt increase in contribution rate. In short, the text of the footnote minimizes
rather than fully discloses the risks inherent in Manager’s Proposal 1.

Finaly, the statement that the San Diego Municipal Code had been amended to reflect
the changes in the City’s relationship to SDCERS brought by MPL1 is at least partially mistaken.
The Municipal Code was indeed amended to reflect the new benefits granted at the time of MP1,
as well as the new mechanism for funding the retiree healthcare benefit.*° However, the failure
of the City to amend Municipal Code Section 24.0901 to clearly permit a departure from
actuarial funding was later to cause it considerable grief in the form of the Gleason litigation.

While describing why the City’s disclosure about MP1 was inaccurate from the outset —
and became increasingly misleading as actual events diverged from hopes, guesses and actuarial
projections — we also note that there is no evidence to suggest that the language was drafted to
mislead. It is apparent that both SDCERS and City staff, as well as various attorneys and
auditors, were genuinely confused about the operation of the reserves that would supposedly
offset the contribution shortfalls from MP1— and remained confused for years to come. In
addition, had the offending footnote simply stated that SDCERS had generated surplus earnings
during the previous three fiscal years in an amount greater that the projected shortfall (omitting
the ill-chosen language about reserves), muc